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Editorial _ 


The Institute of Inter-American Studies initiates its program 
of publications with this issue of Inter-American Economic Af- 
fairs. Significant research in the field of Latin American eco- 
nomic problems and issues of public policy has been slow to de- 
velop in the United States. Few distinguished American social 
scientists have devoted themselves to specialization in this area. 
The expanded interest in Latin America’s economic potential 
during the war, the growing importance of the American Re- 
publics in the implementation of our foreign policy, the very 
recent growth in university teaching in the field, have all fo- 
cused attention on the inadequacy of our information on the 
region. 

In launching Inter-American Economic Affairs, the Institute 
aims to provide a vehicle for publication of (a) the findings of 
mature economic research, without limitations on space such as 
might be imposed by the broader editorial field of other quarter- 
lies; (b) authoritative analyses of government policy and of 
problems in government administration; (c) the more significant 
contributions of the program of business research which is being 
undertaken by the Institute. Sufficient editorial flexibility is 
anticipated to permit a place for even Washington’s peculiar 
art-form, the one page policy memorandum. With respect to 
book reviews, the editors have decided to emphasize review- 
articles, including periodic reviews of recent publications in the 
major publishing centers of Latin America. It is hoped that in- 
structors in Latin American economics, history and government 
will use Inter-American Economic Affairs as a forum for dis- 
cussing teaching problems and for the development of teaching 
materials; as a beginning, there will appear in the next issue an 
article on the status of university teaching of economic problems 
of Latin America, with a critical analysis of the books that are 
currently available for use as texts. A similar article for the 
history field is scheduled for a subsequent issue. 

Inter-American Economic Affairs takes no editorial position 
on the issues that may arise in inter-American relations, but 
gladly provides a hearing before a critical reading audience for 
writers who have something significant to say. 
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Financing Gk chica 
Development in Whexico 


By Sanford oth. Whosk . 






The striking economic trend in Mexico today is industrializa- 
tion. Wartime conditions and Government policies have com- 
bined since early in 1941 to advance Mexico along the road to 
modern industrialism, and notable gains have been scored in 
several important branches of manufacturing. As Mexico in- 
dustrializes, a number of important economic problems are com- 
ing to the foreground. One of these is the problem of getting 
domestic capital for industry—that is, of tapping the savings 
of the Mexican people for investment in industry. This is a 
difficult problem. It is the purpose of this article to show how 
and where the difficulties have arisen, by analyzing Mexico’s 
financial experience in the last five or six years. 


Three main lines of inquiry are involved in this question: 
1) the behavior of individual savers with respect to investment; 
2) the behavior of the institutions that pool savings, mainly the 
banks, with respect to both lending and investment; 3) the 
operations of two public banks in the field of industrial financ- 
ing—Nacional Financiera and the Bank of Mexico. 

In addition, in the latter part of the article, we will note 
what the Mexican Government has done directly to finance in- 
dustrial development. Finally, the concluding section is a sum- 






























*This article is part of a larger study on Mexico’s industrializing economy. 
I wish to thank the John Simon Guggenheim Memorial Foundation for the 
Fellowship which has made this study possible. 
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mary and synthesis of the preceding lines of inquiry, with obser- 
vations on the question of foreign investment in Mexican in- 
dustry. 

The setting in which the problem of industrial financing has 
emerged can be described briefly. The actual gains in manufac- 
turing output since 1939 are brought out by the following 
figures. These indexes, based on representative firms in 23 in- 
dustries, have been prepared by the Oficina de Barémetros Eco- 
némicos of the Ministry of National Economy. 

(1939 = 100) 
Year Volume Value 
1939 100.0 100.0 
1940 102.9 109.5 
1941 112.0 125.6 
1942 124.5 153.9 
1943 125.9 192.0 
1944 132.2 216.7 
1945 138.9 250.7 
1946 (9 mos.) 139.3 285.7 


At the present moment many new factories are under con- 
struction in Mexico City, Monterrey, and other principal manu- 
facturing centers, and to judge from reports in the press and 
in business journals, a number of other industrial projects have 
reached the planning stage. When completed, these will add 
substantially to Mexico’s industrial capacity. Mexico, it is clear, 
is setting out on an ambitious program of industrial development. 

The weight of the Mexican Government has been thrown fully 
into the industrialization effort. Development of manufactur- 
ing industries is regarded as the best means of solving Mexico’s 
economic and social problems. As Mexico changes over from 
a “colonial” to an industrial economy, it is contended, its people 
will attain higher standards of living; these, in turn, will make 
cultural advance possible. Shortly after the Avila Camacho 
administration took office at the end of 1940 it became evident 
that industrialization had been made the key-note of the Gov- 
ernment’s economic program. Agricultural policy, the main 
concern of the previous administration of Lazaro Cardenas, was 
subordinated to industrial policy. 
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The Mexican Government has encouraged industrial devel- 
opment since 1941 in a number of significant ways. About 400 
manufacturing firms have been exempted from paying taxes, 
and most of the same firms have also been allowed to import 
needed equipment and raw materials free of duty. In addition, 
new industries have received protection from competitive for- 
eign products through tariff changes and by means of direct 
control (licensing) of imports. 

The work of a joint United States—Mexican economic com- 
mittee during the war years was another industrialization 
achievement of the Mexican Government. This body, known 
as the Mexican-American Commission for Economic Cooper- 
ation, exerted pressure in Washington to secure export licenses 
for scarce equipment and materials needed for Mexican indus- 
trial projects. Thanks to this commission, Mexico fared better 
during the war years than any other Latin American republic. 

Measures of a financial character round out the list of prin- 
cipal pro-industrialization policies of the Mexican Government. 
These will be discussed in the body of the article. 

The present administration of President Miguel Aleman has 
only been in office since December 1, 1946. There is no doubt, 
however, about the new president’s views on the place of industry 
in the Mexican economy. ‘“Industrialization’” was one of his 
three campaign slogans (the other two were non-economic). 
He has appointed a prominent industrialist as Minister of Na- 
tional Economy. Far from changing the direction of economic 
policy charted by the previous administration, we can confi- 
dently expect him to strengthen and amplify the policy of en- 
couraging manufacturing development, with a view toward mak- 
ing industry the central feature of Mexican economic life. 


Individual Investment Habits 


In analyzing investment habits in Mexico it must be remem- 
bered, first of all, that only a very small fraction of the total 
population is able to save. Low standards of living of the mass 
of the Mexican population effectively keep them out of the sav- 
ing class. No figures can be cited, but anyone who takes a look 
around Mexico will readily agree that the percentage of savers 
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must be small compared with similar percentages in the United 
States, Canada, and the nations of western Europe. Only a 
handful of persons, located almost entirely in the capital and 
other large cities, falls into the saving group.' 


Although numerically small, this group commands a respect- 
able proportion of the national income. Within it are found 
some very high personal incomes, which yield substantial savings 
in spite of a strong propensity to consume luxury articles. 
Again, figures cannot be cited, but a working knowledge of eco- 
nomic and social conditions in Mexico suggests that a significant 
percentage of the Mexican national income is saved each year. 

The habits of mind and attitudes of those who fall into this 
small group, therefore, are of fundamental importance to the 
economic development of Mexico. Their behavior with respect 
to investing savings follows a fairly well defined pattern. 

There is traditional preference in Mexico for investment in 
land—as almost everywhere in Latin America. This is a con- 
sequence of social and economic conditions inherited from colo- 
nial days and carried forward into the national period. Owner- 
ship of land in Latin America has not only been a principal 
basis of wealth but it has also been the main source of social 
prestige and political power. In Mexico this state of affairs has 
been rudely disturbed since 1910 by the social program of the 
Revolution, under which a large fraction of the great estates 
have been broken up and their lands distributed to peasants. 
Such lands are now for the most part held collectively by the 
peasants in the form of ejidos, the titles to which are inalienable. 
They are not on the market. 

The remaining estates legally can be sold, but they find few 
purchasers in view of the uncertainty about their future status. 
Also, because of the way in which the agrarian laws have been 
applied in practice, titles to small individual farms have been 
constantly in jeopardy in spite of legal guarantees. Between 
the principles set forth in the agrarian code, on the one hand, 


1 According to one authority, only 300,000 out of 9 million adult persons 
in Mexico have life insurance policies. Emilio Alanis Patino, “Planeacién,” 
Boletin de la sociedad mexicana de geografia y estadistica, vol. 41, no. 2, 
March-April 1946, p. 269. 
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and their application on the other, there has unfortunately been 
a wide gap. Perhaps not many investors would be interested in 
small holdings under any circumstances. The fact is, however, 
that those who might want to invest capital in this way hesitate 
to do so because of the uncertainties involved. Agricultural land 
has virtually ceased to be an object of investment in Mexico.’ 

The tradition of investing in real property, however, has 
persisted in urban real estate development,—such as in laying 
out residential subdivisions, building homes for sale, and in con- 
structing apartment houses and office buildings. Such oper- 
ations have expanded in all the principal cities, but they have 
been especially striking in rapidly-growing Mexico City and its 
environs. 

The Federal District, which includes Mexico City and its sub- 
urbs, has witnessed an extraordinary growth in population in 
recent years. Its population as reported in the census of 1940 
was about 1,750,000. In 1946 it was officially estimated to have 
2,500,000 inhabitants.* This figure may be high, but even the 
most conservative estimates put the population of the district 
at 2,250,000 in 1946. We may calculate, therefore, that the 
population of Mexico City and its environs increased roughly by 
30 to 40 percent in the seven-year period 1940-1946. 

All through the war years Mexico City enjoyed a building 
boom, as the 1939-1945 figures in Table 1 show. In 1946 new 
construction slackened somewhat, but at the end of the year it 
could by no means be said that the boom had come to an end. 
The visitor to Mexico was still startled by the number of luxury 
homes under construction (as well as by their architecture). 
Construction of new apartment houses was dropping off, but 
ground was being broken for a number of new office buildings, 
and eleven hotels were in the process of being built. Investment 
in these hotels alone was estimated at 75 million pesos.* 


“A constitutional amendment adopted in February 1947 modifies the 
agrarian laws so as to strengthen the position of the small land holder. 
This step in time may stimulate transactions in farm lands. 

3 Secretaria de Gobernacién, Seis azos de actividad nacional (Mexico, 
1946), statistical appendix. 


4 Peso figures may be divided by 5 to convert to dollars. 
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Although precise data are not available for other cities, it 
is obvious that urban construction has not been confined to Mex- 
ico City. Substantial numbers of new dwellings and commer- 
cial buildings have been erected elsewhere, especially in Monter- 
rey, Guadalajara, and Puebla. 

According to an estimate made by the economic research di- 
vision of the Bank of Mexico, 1.3 billion pesos were invested in 
private construction during the six year period 1940-1945 in 
the whole of Mexico.®> The same source estimates that the ag- 
gregate investment in industry in Mexico for the same period 
was 1.6 billion pesos. These two investment figures, however, 
cannot be compared directly, for the figure of 1.3 billion for 
construction includes the building of industrial plants as well 
as homes, apartment houses, commercial buildings, etc. No 
separate figure for industrial building in all of Mexico is avail- 
able. This can be obtained only for the Federal District. By 
assuming that the Federal District ratio between industrial and 
non-industrial construction (4 percent) also holds for the coun- 
try as a whole, however, an estimate can be made of capital 
invested in non-industrial building. This estimate is 1.25 billion 
pesos. 

Thus the appropriate figure to compare with 1.6 billion pesos 
investment in industry is 1.25 billion for investment in private 
construction. For every one hundred pesos invested in indus- 
try seventy-five were put into construction. Individual investors 
as well as institutional investors and banks came forward read- 
ily to provide funds for building purposes. Urban real property 
has been so readily salable in Mexico as to constitute a “liquid” 
investment. 

The propensity to invest in urban lands and construction 
has been strengthened during the war years by inflation. Al- 
though the Mexican price level did not react much to wartime 
conditions until the United States entered the war, it has climbed 
rapidly and continuously since 1942. The following index of 
wholesale prices for Mexico City, prepared by the Oficina de Bar- 
6metros Econémicos of the Ministry of National Economy, shows 
this trend. 


5 Seis atios de actividad nacional, p. 368. 
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1939=100 
Year Index 
1940 100.5 
1941 106.8 
1942 118.1 
1943 141.6 
1944 181.5 
1945 199.6 


1946 285.6 






A natural outcome of the Mexican preference to invest in 
land is a receptive attitude toward investment in mortgages. 
To know that there are tangibles as security gives comfort to 
the Mexican investor, and individuals as well as institutions put 
funds readily into mortgages. Although the banks have always 
been willing to lend on mortgages, it is estimated that the pub- 
lic at large (including insurance companies) has absorbed more 
mortgages than the financial institutions.® 


Much borrowing on mortgages is accomplished in Mexico 
through the agency of a mortgage bank. An individual or firm 
issues a mortgage certificate (cédula hipotecaria) to which a 
mortgage bank gives its guarantee, thereby making the docu- 
ment more attractive to the ultimate investor. With the expan- 
sion in building in recent years the volume of mortgage certifi- 
cates issued has reached new high levels. In October 1940 the 
total value of mortgage certificates outstanding was 47 million 
pesos. By October 1944 this total had been raised to 103 million, 


6 Nacional Financiera, El mercado de valores, August 26, 1946, p. 3. 
This weekly publication of the Government investment bank contains notes 
and comments on financial questions, as well as financial statistics. These 
notes are about the only source of information on the economics of recent 
financial operations in Mexico. With few exceptions, the remainder of 
the slender literature on financial institutions has a legal (and essentially 
sterile) approach. I have used Nacional Financiera’s comments freely, 
as the footnotes in the following pages testify. I must point out, however, 
that taken together the notes contain a number of inconsistencies. By 
appealing to official figures published by the National Banking Commis- 
sion I have been able, in most cases, to choose between conflicting state- 
ments. 
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and the most recent figure available, that for October 1946, 
showed an aggregate of 192 million. 


Apart from guaranteeing certificates, the mortgage banks 
issue securities on their own. These are called mortgage bonds 
(bonos hipotecarios) ; they are secured by mortgage loans which 
the bank itself has made. These securities, too, have enjoyed 
favor with the Mexican investing public and there has been a 
marked increase in the volume issued during the past four or 
five years. From 58 million pesos in October 1944 the total 
of mortgage bonds outstanding rose to 125 million in October 
1946, an increase of 115 percent. 


Lending by mortgage banks has expanded correspondingly. 
Their aggregate loans rose from 63 million pesos in October 
1944 to 133 million in October 1946. This amounted to an in- 
crease of 111 percent. 

In theory the mortgage banks can make loans to industrial 
concerns, and they are sometimes listed among the institutions 
which make capital available for industrial development. In 
practice, however, their loans have been used almost exclusively 
to finance real estate operations.? Thus the funds invested in 
mortgage bonds have been completely divorced from the effort to 
industrialize Mexico. 

Investment by individuals in Mexico is limited by another 
important feature in their economic psychology—the tendency 
to hoard. This has been described neatly by a man prominent 
in Mexican financial circles in the following words: 


Mexico, although it has progressed in many other as- 
pects, still operates in a colonial manner with respect to in- 
vestments. The capitalist continues to want metallic money 
that he can keep in his own possession, mortgages on prop- 
erty that he can see with his own eyes, or jewels and precious 
stones that he can hoard.® 


The Bank of Mexico catered to the impulse to hoard metals 
by selling gold freely to the public during the war years. This 
was an anti-inflationary measure. As such, its effectiveness was 


7 El mercado de valores, August 26, 1946, p. 3. 


8 Jack Kalb, “Uno de los aspectos del financiamiento para la industrial- 
ization de México,” El economista, No. 145, May-June 1945, p. 48. 
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probably quite limited. The amount of gold sales, however, does 
help to give us a quantitative notion of metal hoarding by the 
Mexican public. Between December 1, 1940 and June 30, 1946, 
the Bank of Mexico sold about 447 million pesos worth of gold 
to the public.® The public also hoarded silver, but no one can 
be sure of the amount; exports of silver manufactures and con- 
traband bullion shipments were probably substantial. In round 
figures we may estimate the total of gold and silver hoarding 
from 1941 through 1946 at half a billion pesos. 


This hoarding, and also large idle bank balances, suggest 
that the saving public could have made substantial investments 
in industry. Such investments, however, have been negligible— 
in spite of good earning and dividend records during the war 
years. The Mexican saver preferred to hold non-earning assets 
rather than to buy industrial securities. 

The fact is that investors in Mexico have little confidence in 
the stocks and bonds of industrial firms. Not even the mort- 
gage feature of the bond has attracted them. Only for some of 
Mexico’s older and well-established industrial concerns has this 
lack of confidence been overcome. They are exceptional cases. 
Certainly the full weight of the investor’s negative attitude has 
been brought to bear on the many new industrial firms estab- 
lished in Mexico since 1940. 

To explain his extreme absence of confidence in industrial in- 
vestment in Mexico is not an easy task. One factor applying to 
the new industries of the war period has been the fear that post- 
war foreign competition would destroy them. This, however, 
should have had little weight with reference to the larger enter- 
prises which the Mexican Government has so carefully encour- 
aged. It should have been obvious all along that the Government 
would take steps to protect such firms from foreign competition. 


A much more important reason, undoubtedly, has been the 
fear of labor disputes and of the encroachment of labor on the 
functions of management. We cannot go afield to examine the 


9 Seis anos de actividad nacional, p. 331. Some of this gold is known 
to have been exported, but the amount of such exports is estimated to have 
been quite small. 


















FINANCING INDUSTRIAL DEVELOPMENT IN MEXICO 15 





difficult question of what merit there is in this position. What 
matters is that it is widely held among those persons in Mexico 
who have capital to invest. It has unquestionably retarded in- 
dustrial investment. 





































Another contributing factor is the weakness of the stock ex- 
change in Mexico. The whole set of related institutions dealing 
in securities—stock exchange, brokers, etc.—form a poorly or- 
ganized, inefficient market. Much has been made over this point, 
especially by the officials of Nacional Financiera (the Govern- 
ment investment bank), who argue that people will not buy 
shares as long as they are unable to liquidate them rapidly. 
Clearly this argument has been over-emphasized. Once the 
willingness to buy industrial securities exists, a better and more 
efficient stock market will promote further investment, but it 
cannot of itself create the impulse. The efforts of Nacional 
Financiera and of the Mexican Government to reorganize and 
strengthen the Mexico City Stock Exchange are laudatory, but 
it must be recognized that they are dealing here with a second- 
ary problem rather than a main one. The Mexican investor 
must be tempted to put his funds into industrial securities prin- 
cipally by other means. 


Another striking quality of the Mexican investor is his re- 
fusal to buy bonds of his Government. This has been true since 
the early days of the Revolution when civil war conditions caused 
the Mexican Government to default on its debts. The credit of 
the Government suffered a severe blow internally as well as 
externally. As a matter of fact, the loss of Government credit 
for internal borrowing has been more complete than for external 
borrowing. 


It was not until 1933 that the Mexican Government attempted 
to launch securities again in the internal market. Since then 
it has put out a number of bond issues, on which it has scrupu- 
lously met its obligations. In addition the Government has given 
its bonds complete tax-exemption privileges. The investing 
public, however, has steadfastly refused to buy the bonds, and 
public holdings of Government securities have right along been 
insignificant in amount. Irrational though this attitude may 
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be, it is nevertheless a hard fact which the Mexican Government 
(and the central bank) must face. 

The Government has in recent years made large investments 
along lines fundamental to industrialization in Mexico. Some 
of these developments have been financed by bond issues. For 
example, bonds have been floated to cover outlays on irrigation, 
road building, and electrification. Such programs are appro- 
priately regarded as basic to the industrial development of 
Mexico because they are needed to raise agricultural productiv- 
ity, to broaden the internal market, and to increase industrial 
output. They have to be undertaken by the Government since 
private enterprise will not develop such fields at a proper rate, 
if at all. To these important elements in industrialization, too, 
the investing public has made little or no contribution. 


Commercial Banks 

There are three principal kinds of banks in Mexico that can 
channel domestic savings into industry and promote industrial 
expansion by means of loans: (1) the commercial banks, (2) 
the financieras, and (3) the savings banks. These will be dis- 
cussed in this and the two following sections. For our purpose, 
the other types of banks can be neglected. 

The commercial banks of Mexico are directed by law toward 
the money market rather than the capital market. As in the 
United States, liquidity is emphasized in the laws relating to 
banks that receive demand deposits. Thus they are not allowed 
to make loans of more than one-year maturity, except, under 
special circumstances defined in the banking code. Short-term 
lending is considered the main field of the commercial bank. 

Notwithstanding this general orientation a commercial bank 
in Mexico is permitted to make investments in stocks, mortgages, 
and bonds, provided that the aggregate of such investments 
does not amount to more than 20 percent, roughly, of its demand 
and time liabilities. This general rule for investments is refined 
by a number of specific provisions in the banking code, which 
need not concern us here. The point to be stressed is that the 
commercial banks, the most important sector of the private bank- 
ing structure of Mexico, are empowered to make substantial in- 
vestments in both private and government securities. 


Ss 


FINANCING INDUSTRIAL DEVELOPMENT IN MEXICO 17 


In practice, however, the commercial banks have not shown 
much interest in investments, either in Government securities or 
in private issues. It is true that their investment portfolios 
have tended to rise in relation to the total amount allowed by 
law, but they have not yet come close to the limit. This limit, 
which we have just defined roughly as 20 percent of demand and 
time liabilities, is known as the pasivo exigible. In December 
1941 combined investments of commercial banks amounted to 
only 5.8 percent of their aggregate pasivo exigible. By Decem- 
ber 1945 the ratio had risen to 7.4 percent and in October 1946, 
it stood at 10.8 percent. This last is probably the peak figure 
thus far attained. Nevertheless it shows that commercial bank 
investments were only about one-half of the amount allowed by 
law. 

According to Nacional Financiera, the tota] amount of secur- 
ities of all kinds held by the commercial banks of Mexico has 
never amounted to as much as 10 percent of their aggregate 
assets.!° Within the total, public issues have gained somewhat 
relatively to private securities. Thus in December 1941, pri- 
vate securities comprised about 3 percent of all commercial bank 
assets. By October 1946 this ratio had declined to a little over 
2 percent. 


Federal, state, and local government bond issues in December 
1941 amounted to a negligible 0.2 percent of commercial bank 
assets. By October 1946 such holdings were about 4 percent of 
the total. If we broaden the category to include holdings of cer- 
tificates of participation issued by Nacional Financiera, this 
latter figure is raised to 6 percent. We may say, therefore, that 
the commercial banks at the most have 6 percent of their assets 
invested in public securities. 


Even this maximum figure represents but a minor allocation 
of banking resources. The banks, moreover, have not bought 
Government bonds with enthusiasm. They have been, and they 
still are, reluctant to buy Government bonds—a statement which 
applies equally to all banks in Mexico, not just to the commercial 
banks. Not even a ruling of the Minister of Finance in January 


10 El mercado de valores, August 5, 1946,, p. 1. 
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1946 allowing banks to hold 10 percent of their reserves in the 
form of Government bonds had much result. Holdings in- 
creased for a few months but they subsequently fell to their 
previous levels. 

The reluctance of commercial banks to invest in Government 
bonds is explained principally by the opportunities to use funds 
in more profitable ways. Short-term commercial loans have 
made very good returns for Mexican banks. The demand for 
this type of loan expanded greatly during the war years because 
of the possibilities of making lucrative operations in commod- 
ities. Withholding of commodity stocks has been an all too com- 
mon feature of Mexican economic experience since 1940. 
(Boosts in the price level have in no small measure been caused 
by speculative transactions.) These transactions, in turn, have 
been encouraged and promoted by commercial bank credit. 


During the war period, in spite of the necessary in- 
crease in public expenditures and of the opportunity for 
development in some branches of industry, the commer- 
cial banks lent themselves chiefly to the manifold specu- 
lations which the war situation made possible.'! 


This criticism of the wartime role of Mexico’s commercial 
banks has been stated time and again in the official publication 
of Nacional Financiera, and it has been echoed in many quarters. 
Eduardo Villasenor, head of the Bank of Mexico during the war 
period, is another authority who often criticized the banks for 
making loans promoting speculation.’* There is not the slightest 
doubt but what a substantial fraction of bank loans have been 
directed to speculative ends. Preoccupied with making such 
profitable loans, as well as the ordinary loans of a commercial 
nature, Mexico’s banks have had little enthusiasm for investing 
in Government bonds or even private securities. 

However, it must be admitted that the negative attitude of 
the banks toward Government bonds also rests upon other foun- 
dations. The reasons given above would not explain, for ex- 


11 El mercado de valores, August 19, 1946, p. 3. 


12 See, for example, his address at the 1945 bankers’ convention, in El 
economista, No. 145, May-June 1945, pp 27-33; also, a press interview 
reported in the Mexico City newspaper El Universal, August 5, 1946. 
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ample, why Mexican bankers go so far as to advise their clients 
not to buy Government bonds.'* Typically their attitude is not 
passive but actively hostile where Government bonds are con- 
cerned. The explanation for this behavior is found in their 
deep-seated antipathy to the social program of the Mexican Revo- 
lution. For about twenty-five years the bankers have been un- 
easy about the increased political strength of labor, about the 
agrarian program, and about nationalization measures such as 
those in the petroleum and railroad industries. These are only 
principal reasons—apparently the bankers of Mexico have found 
many other grounds for being nervous about the Government. 


Whether the reasons are good or bad is beside the point here. 
The fact is that as a group the bankers of Mexico fundamentally 
distrust the Mexican Government. They are even reluctant to 
help finance any specific program of which they may happen to 
approve, such as road construction, because indirectly this would 
help the Government to finance other operations which they 
would not like. 


Bankers in Mexico are fond of stressing a technical argu- 
ment against purchasing Government bonds—viz., that they lack 
liquidity. This, of course, is true. The argument, however, is 
essentially a circular one, for if the banks of Mexico would be- 
come substantial purchasers of Government bonds they them- 
selves would make the bonds liquid. This is the main step 
needed to create a market for Mexican Government bonds. It is 
highly unlikely that the public at large will buy many Govern- 
ment bonds unless the banks first take up the practice. The 
public, however, can be expected to follow the example of the 
banks, thus extending the market further and adding to liquidity. 
The banks must move first. 


The preceding discussion has revolved about the attitude of 
the commercial banks toward the purchase of Government bonds. 
The same attitude prevails among all other types of banks in 
Mexico. Thus, in October 1946 the total amount of federal, state, 


13 Victor L. Urquidi, “Tres lustros de experiencia monetaria en México: 
algunas ensefanzas,” Memoria del segundo congreso mexicano de ciencias 
sociales (Mexico, 1946), vol. 2, p. 477. 
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and local bond issues held by all banks represented 3.7 percent 
of their aggregate assets, or slightly less than the corresponding 
percentage for the commercial banks alone. 

The commercial banks in Mexico have been more responsive 
to the needs of industry in lending than in investment. But this 
does not mean that they have provided good credit accommoda- 
tions for industry. The small concern, in particular, has fared 
badly. 

All the banks have unquestionably discriminated against the 
small industrial firm. Only a handful of the larger and older 
manufacturing firms have had easy access to bank credit. They 
figure among the preferred clients of the banks. By tradition, 
banks in Mexico concentrate their loans on a restricted number 
of favored customers. To explain this, a few words on Mexican 
banking history are necessary. 

Before the outbreak of the Mexican Revolution in 1910 the 
banks lent chiefly to the hacendados, or owners of large estates. 
Even their methods and techniques of credit extension were 
elaborated in connection with such loans. The only other im- 


portant demand for credit came from the large merchandising 
firms in the cities; these were also regarded as preferred credit 
risks. 


Under the social program of the Revolution, as we have 
already noted, large numbers of the great estates have been 
liquidated. Those that still exist are in jeopardy of liquidation 
under the agrarian laws. They scarcely form good security for 
bank loans. The hacendado, therefore, has completely dropped 
out of the credit picture. 

The place of the hacendado has come to be occupied, over the 
last twenty-five years, by the large industrial concern.'* Such 
firms, along with the great commercial establishments, are now 
the prized banking clients. They are found mainly in Mexico’s 
older manufacturing industries, such as textiles, beer, tobacco, 
flour milling, paper, cement, soap, and sugar refining. The 
older manufacturing firms make up one side of a triangle that 


14 Eduardo Villasefor, Ensayos interamericanos: reflexriones de un 
economista (Mexico, 1944), p. 136. 
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lies at the heart of the business community in Mexico. The 
other two sides are formed by the leading banks and the large 
merchandising concerns. To some extent there are interlocking 
directorates between the banks and their favored industrial 
clients (and perhaps also with the commercial firms). But 
even without such formal ties they enjoy good working rela- 
tions. Credit is no problem for these industrial companies. 

On the other hand, the newer manufacturing firms, and 
especially the small establishments, do not have ready access to 
bank credit. Except for the Government, they are at the foot 
of the banker’s priority list. This was established quite clearly 
during the time of stringent loan ceilings, from May 1944 to 
January 1947. 

During this period the commercial banks had to restrict 
lending because they were close to the limit. Tightening of 
credit was felt most severely by the small industrialists—this 
statement cannot be supported by statistical evidence, but in- 
formed persons in Mexico do not question it. In November 1946 
the Camara Nacional de la Industria de Transformacién, the 
spokesman for small industry, conducted a vigorous publicity 
campaign against the banks for discrimination in rationing 
credit. This campaign may have had something to do with the 
decision of the Minister of Finance to lift the credit ceiling about 
six weeks later. How much this action has benefited the small 
industrialist, however, is questionable, in view of the continued 
complaints about discrimination." 

Because of the difficulty of borrowing from the banks, many 
small industrialists in Mexico borrow from money lenders or 
even from the large commercial firms. The latter, as we have 
seen, are able to borrow freely from the banks and it has long 
been their custom to do a lending business on the side. Most of 
their clients are small merchants, but in recent years the small 
manufacturer has appeared among such borrowers. These trans- 
actions, of course, amount to indirect borrowing from the banks. 
But the cost is higher than it would be if the borrowing were 
direct, since the middleman collects his charge. The actual 





15 Tiempo (Mexico City weekly newsmagazine), February 21, 1947, p. 37. 





22 INTER-AMERICAN ECONOMIC AFFAIRS 


interest rates paid by many small manufacturers, therefore, are 
substantially above the rates prevailing at the banks. 

When the borrower turns to a money lender, his interest 
charges mount by leaps and bounds. In the last few years 
money lenders are reported to have charged as much as 5 per- 
cent a month for loans comparable to those on which the com- 
mercial banks collect 1 percent. 

Even when a small manufacturer is able to borrow directly 
from a bank he finds it difficult to get a loan for an intermediate 
or long term. Mostly the banks insist on short-term loans run- 
ning for ninety days or less. This is true even when the bor- 
rower wants to add to fixed investment by purchasing machinery 
or equipment. He must attempt to finance a capital expenditure 
by means of a short loan. Thus he tries to get the loan renewed 
several times until he can liquidate it in the course of opera- 
tions, as if it were an intermediate-term loan. 

This system has obvious disadvantages from the borrower’s 
standpoint. He has no assurance that the loan will be renewed 
on maturity. The bank may discontinue the lending series 
without warning. This indeed has happened often to small pro- 
ducers in Mexico. Their principal recourse then is to borrow 
from money lenders, at the terrifically high interest rates we 
have referred to. The refusal of a bank to renew a loan has 
often meant the beginning of the end for the small firm. It can 
hardly be doubted that banks have been willing beneficiaries 
of this process of attrition in small business in Mexico. 


Financieras 


Among the private institutions designed to finance industry 
in Mexico, the financieras occupy first place. First authorized 
in 1932, they did not become important until a change in the 
banking laws in 1941 allowed them to extend their functions. 
Since then the financiera has been expected to perform the fol- 
lowing main operations: 

1) To promote and organize all kinds of business enterprises, 
especially those engaged in industrial production; al- 
though there is nothing in the law compelling financieras 
to give preference to industrial rather than commercial 
firms, Government authorities consider industry to be the 
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main province of the financiera. In fact, the change in 
banking laws in 1941 was part of the Government’s 
industrialization program. 

2) To buy and hold shares of stock in firms that are legally 
unrelated to it; the financiera may hold the controlling 
interest in such firms. 


3) To float security issues for business concerns. 

4) To make intermediate and long-term loans, ranging from 
6 months to 30 years; the law, however, allows the 
financiera to grant loans of less than 6 months maturity 
under special circumstances. 


At the end of 1940 there were only six financieras in Mexico. 
The law of 1941 stimulated the formation of new ones, and 37 
were in operation at the end of 1941. Rapid expansion followed, 
and in October 1946 there were 106—about two-thirds of these 
were found in Mexico City alone. 


The growth in total assets of financieras has been even more 
striking. From approximately 180 million pesos in December 
1941 their aggregate assets rose to over 840 million in October 
1946, an increase of about 370 percent. 


Most of the financieras are not independent institutions but 
are subsidiaries of the larger commercial banks. Some of the 
leading banks have three or four separate financiera affiliates. 
In such cases the financieras are apt to be specialized along 
regional or functional lines. 

From the above list of functions it will be seen that the 
financiera in Mexico is the counterpart of the investment bank 
in the United States. The resemblance, however, is greater in 
theory than in practice. The two operate in different ways. 
Like the investment bank, the financiera is intended to be the 
agency whereby the securities of an industrial or commercial 
firm can be issued and distributed among the investing public. 
Actually the financieras have shown little interest in developing 
this kind of business. Insofar as they take stock and bond issues, 
they tend to hold them rather than to resell them. Then they 
issue their own bonds (called general bonds) with such securi- 
ties as part of the collateral. 

Through the financiera, therefore, the ultimate investor 
makes an indirect investment in industry. Instead of buying 
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the security of an industrial company he buys a bond which is a 
direct liability of the financiera itself. Presumably he has more 
confidence in this bond than in any of the securities back of it, 
and funds not otherwise available to industry are attracted in 
this way. On the other hand, this practice fails to educate 
Mexican investors to buy industrial securities themselves. More- 
over, it enables the financiera to recruit funds that can be used 
for lending rather than further investment. 

The second important way in which the financiera differs 
from the typical American investment bank is that the financiera 
is a lending institution. Its loans are supposed to provide cir- 
culating capital for industry. For this reason the Mexican 
banking code fixes six months as the minimum maturity for a 
financiera loan. Most commercial bank lending is for shorter 
periods. The six-month maturity is intended to be the dividing 
line between financiera and commercial bank loans. But the 
six-month minimum for the financiera loan is not a hard and 
fast line. Shorter maturities are allowed in so-called special 
cases. Through this loophole the financieras have been able to 
get into the commercial banking field, as will be pointed out 
below. 

When a financiera grants a loan the documents created can 
be used as collateral for its general bonds, just as it uses its 
investment portfolio. This privilege is limited by complex pro- 
visions in the banking code, but the limitations are not very 
confining. 

Furthermore, since 1945 the financieras have enjoyed redis- 
counting privileges at Nacional Financiera. The rules and 
limits of such rediscounting operations have not been made clear 
to the public, but it is obvious that this policy has extended the 
lending power of the financieras. Insofar as Nacional Financ- 
iera is willing and able to rediscount paper which they hold, the 
financieras can make corresponding amounts of new loans. 

Table 2 brings out the expansion in financiera investment 
and lending operations since 1940, and also shows the shift in 
relative importance of the two classes of operations. 

A glance at this table shows immediately that lending has 
been more important to the financieras than investment.. Al- 
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though the ratio of investments to loans has been somewhat 
erratic, there has been a tendency for loans to gain in relation 
to investments. This trend has become sharply defined in the 
last few years. In 1943 investments amounted to about one- 
half of loans, while in October 1946 they were only one-third. 
Especially noteworthy is the degree with which loans were gain- 
ing relatively to investments during the year 1946. 


Table 2. Financieras: Investments and Loans, 
1940-1946 (in thousands of pesos) 


Ratio of 
investments 
Investments in to loans 
Year securities Loans (percent) 
1940 14,657 37,714 38.9 
1941 39,676 63,772 62.2 
1942 32,929 87,751 37.5 
1943 71,281 139,603 5k 
1944 106,261 201,173 52.8 
1945 128,176 286,870 44,7 
1946 
Jan. 137,735 327,306 42.1 
May 146,325 361,330 40.5 
Aug. 144,540 418,836 34.5 
Oct. 143,575 429,970 33.4 


Sources: Seis avos de actividad nacional, p. 339; 1946 figures compiled 
from data in the Boletin estadistico of the Comision Nacional Bancaria. 
The figures for the years 1940 to 1945 are for the month of December in 
each case. 


To some extent the drop in the investment-loan ratio during 
1946 was caused by a shift in lending from the commercial banks 
to their financiera affiliates. The financieras were not subject 
to the loan ceilings that applied to the commercial banks, so that 
they were free to act when their parent institutions were unable 
to make new loans. Such loans violated the spirit if not the 
letter of the law under which the financieras operate. They were 
short-term, commercial loans. While this kind of lending was 
especially striking in 1946, the financieras all along have shown 
a preference for the short-term loan. In lending, says Nacional 
Financiera, “the financieras have followed the typically com- 
mercial orientation of the deposit banks.1® 
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The loan figures in Table 2, therefore, are not a reliable 
index of the amount of credit supplied to industry by the 
financieras. The extent to which they put funds into other opera- 
tions cannot be estimated quantitatively, but in 1946 it must 
have been a substantial sum. 

The principal means by which the financieras recruit funds 
is the general bond, which we mentioned above.’* The typical 
financiera operates with a small capital investment. The right 
to issue general bonds backed by its investment- and loan-assets 
is what makes it possible for the financiera to renew its lending 
capacity. Since 1941, when the financieras were first authorized 
to put out general bonds, the volume of such securities has ex- 
panded continuously. . 


General Bonds Outstanding 
(in thousands of pesos) 


Year 

(as of Dec.) Amount 
Lo a 1,190 
iI 
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Source: Compiled from data in Comision Nacional Bancaria, Boletin 
estadistico. 


s 


For the first few years after the financieras started to issue 
general bonds investors were very cool toward them. Conse- 
quently, in October 1942 the Bank of Mexico announced that it 
would absorb such bonds in “convenient amounts.” The central 
bank was undoubtedly the largest buyer of the earlier issues. 
Directly, or indirectly through Nacional Financiera, the Bank 
of Mexico continued to be a large buyer for some time.'* Present 


16 El mercado de valores, February 3, 1947, p. 3. We also have it on the 
authority of Nacional Financiera that financiera loans “have not always 
been used for productive purposes.” This doubtless means that financiera 
credit went into commodity speculation. 

17 They also issue “commercia] bonds,” but the amount outstanding is 
small. 


18 Seis avos de actividad nacional, p. 337. 
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holdings are not known. Its holdings in relation to the total 
amount outstanding have probably fallen since 1942 because 
insurance companies have been buying general bonds on an 
expanding scale. In absolute terms, however, the amount still 
held by the central bank is believed to be quite large. 

Nacional Financiera also appears among the buyers of finan- 
ciera general bonds. Its holdings have fluctuated considerably 
from month to month, but they have generally been a small 
fraction of the total—usually around one or two percent. 

The Mexican banking system, outside of the central bank, 
has not absorbed very many general bonds. From data pub- 
lished by the National Banking Commission it is possible to make 
close estimates of the total amount held by all private credit 
institutions—commercial banks, savings banks, trust companies, 
ete. The following figures show the trend in the ratio of these 
holdings to bonds outstanding: 

Date Percent 
ae Sa ee 
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Thus the relative position of the private banks as buyers of 
general bonds shows a decided downward trend. From about 
one-fourth of the total in the first years their holdings have 
fallen to 7 percent. 

Among the institutional investors, the insurance companies 
have now come to the fore as principal buyers of financiera 
bonds. No figures are available on insurance-company holdings, 
but it is estimated in Mexican financial circles that they average 
about one-third of the total. They probably are gaining in rela- 
tion to all other holdings.” 

With respect to individual investors, no precise data on gen- 
eral bond purchases can be found. It is well known, however, 
that such purchases have been very small. Thus far the general 
bond has been no more attractive than other securities to indi- 
vidual investors. Early in 1946, in an attempt to create a public 


19 Direct purchases of industrial securities by insurance companies have 
probably also been on the increase. Again, no figures can be obtained. 
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market for general bonds the Mexican Government gave them 
tax-free privileges. This step shows how anxiously the Govern- 
ment has been trying to get the public to invest in industry, even 
indirectly, but so far it has not borne fruit. The general bond is 
still not in favor with the investing public. 

The rate of absorption of general bonds has not kept pace 
with the rate at which the financieras want to launch new issues. 
This is the reason why Nacional Financiera decided in 1945 to 
rediscount for the financieras. According to the annual report 
of Nacional Financiera, this step was taken so that the finan- 
cieras could mobilize their resources for industrial expansion, 
“inasmuch as the weakness of the security market prevented 
them from selling their issues of general bonds in amounts cor- 
responding to the applications for industrial credit.” °° 

In the field of industrial promotion the financieras have con- 
tributed very little to Mexican economic development. When 
the financieras were given extended powers in 1941 it was antici- 
pated that they would take the initiative in determining which 
industries were most likely to succeed in Mexico, and also in 
getting business men and technicians interested in setting up 
plants in such industries. This would have been an active role 
in promoting industry. 

But even a more passive attitude should call forth greater 
technical services in promotion than the financieras usually 
supply. Thus they rarely make the basic investigations needed 
to appraise the chances of success for an industrial firm—such 
as market surveys or careful cost estimates.*! It is a fair as- 
sumption that if the financieras had been less concerned with 
doing a commercial loan business and more with investment, 
they would also have shown more interest in the promotional 
functions they are supposed to perform. 


Savings Banks 


In many countries savings banks have been important sup- 
pliers of investment funds for industry. Savings which they 


20 Nacional Financiera, Duodecima asamblea general ordinaria de 
accionistas (Mexico, 1946), p. 54. 


21 Fl mercado de valores, February 3, 1947, p. 3. 
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gather from the public are invested in industrial securities. In 
Mexico, however, the savings banks have performed this func- 
tion only to a limited extent. 

Savings banking in Mexico’ is a very recent development. 
The effective beginnings did not occur until around 1930, and 
rate of growth was not important until 1936. Expansion was 
especially striking during the war years. In October 1942, for 
example, the total assets of savings banks amounted to 63 million 
pesos. In the following year they almost doubled, and by 
October 1946 they reached 286 million. 


For the most part savings banks in Mexico are not inde- 
pendent institutions but are rather savings departments of com- 
mercial banks. In this respect their development has been par- 
allel to that of savings banks in the United States. In respect 
to operations, however, the savings bank in Mexico has shown a 
very different line of development. Unlike its American counter- 
part, it has been principally a lending rather than an investing 
institution, and moreover, it has done short-term rather than 
long-term lending. 


These points can be illustrated by statistics available for 
savings bank operations in 1946. In October, their investments 
in securities totaled about 64 million pesos.** At the same time, 
their loans stood at 96 million. Investments, therefore, amounted 
only to about two-thirds of loans. 


How much of the 64 million pesos worth of investments rep- 
resented direct investment in industry cannot be determined pre- 
cisely from the published statistics. The holdings of Govern- 
ment bonds included in this total amounted to only 18 million 
pesos. Most of the balance consisted of securities issued by 
private companies, but of banks and other financial organizations 
rather than of industrial concerns.** Some of this investment 
may have gone indirectly into industrial development. The 
lack of direct investments, however, shows coolness toward in- 
dustry. 


22 Calculated from figures in Comisién Nacional Bancaria, Boletin esta- 
distico, September-October 1946, p. 12. 


23 El mercado de valores, October 14, 1946, p. 3. 
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Lending, as we have seen, is much more important than 
investing to the savings banks. It might be thought that they 
have provided intermediate and long-term credit to industrial 
firms, assisting industry in this way rather than by the purchase 
of securities. However, if we appeal to an analysis made by 
Nacional Financiera, we find that this has not been the case.** 

Of the total amount of loans outstanding in June 1946 about 
98 percent consisted of loans with less than a one-year maturity. 
Furthermore, three-fifths of the loans in this large group had 
a maturity of six months or less. These were typical commer- 
cial loans. It is no wonder, therefore, that Nacional Financiera 
has referred to the savings banks of Mexico as “an additional 
sector of commercial banking.” » 

Since the Mexican banking code allows the savings banks to 
exercise complete discretion as between short- and long-term 
lending, the banks have elected the former because the returns 
are greater. Consequently, they have not directed domestic sav- 
ings into industry, as savings banks in other countries have done. 


Nacional Financiera 


Nacional Financiera, the most important institution directly 
concerned with supplying investment funds for industry, is 
one of the nine “national banks’ of Mexico. All the national 
banks are owned principally by the Mexican Government. In- 
cluded among them is the central bank (the Bank of Mexico), 
with a broad range of functions to perform. The others were 
organized for special purposes, such as providing agricultural 
credit, financing state and local public works, financing certain 
kinds of exports and imports, etc.?¢ 

The degree of Government ownership in these national insti- 
tutions is a varying one. In the case of Nacional Financiera the 
Government owns 51 percent of the subscribed stock. Nomi- 
nally Nacional Financiera is an independent institution making 


24 Ibid, p. 3. 

25 El mercado de valores, September 23, 1946, p. 3. 

26 Only two of these banks, Nacional Financiera and the Bank of Mexico 
are important in the field of industrial financing. The others, therefore, 
may be neglected in this study. 
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its own decisions. For all practical purposes, however, it is 
an arm of the Mexican Government. It is an official investment 
bank. 


Since the time it was founded in 1934 Nacional Financiera 
has undergone a number of changes. Originally its main pur- 
pose was to create an internal market for public bonds, thus 
assisting the Government to finance its public works and social 
programs. From its early days, too, Nacional Financiera at- 
tempted to build up a security market for the stocks and bonds of 
private companies, with a view toward encouraging investment 
in business enterprises. But until 1941 all operations in the pri- 


vate sector were subordinated to the main job of stimulating 


investment in federal, state, and local bonds. 


In 1941, after the Avila Camacho administration had decided 
to make industrialization the cornerstone of its economic policy, 
Nacional Financiera was reorganized so as to be principally 
an investment bank. Operations in public securities were to be 
continued, but promoting industrial developments was to be its 
chief concern. Thus Nacional Financiera was authorized to ini- 
tiate enterprises that were not attractive to private initiative 
because of the large amount of investment required and the slow- 
ness with which returns were expected. In other cases, where 
private investors had already taken the initiative in setting up 
industries, Nacional Financiera was enjoined to give them finan- 
cial assistance. Efforts to create an efficient stock exchange 
were to be redoubled. 


As a further means of stimulating industry the new organic 
law of Nacional Financiera (1941) allows it to make secured 
loans to the financieras. This makes Nacional Financiera a 
central bank in the investment banking field. 


To carry out these various functions Nacional Financiera 
has available, first of all, its own paid-in capital. This amounted 
to about 12 million pesos in December 31, 1946.*7 In addition, 
Nacional Financiera has obtained funds by selling its own 


27 The authorized capitalization is at present 20 million pesos, but an 
increase is expected soon. This was announced by President Miguel 
Aleman in his inaugural address, December 1, 1946 
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bonds. Altogether, about 45 million pesos in bonds have 
been disposed of. Had Nacional Financiera been restricted to 
its capital and bond issues, however, the scope of its operations 
would have been much more limited than it actually has been. 


By far the principal source of funds for Nacional Financiera 
has been the sale of certificates of participation (certificados de 
participacién). These bear a superficial resemblance to some of 
the certificates issued by investment trusts in the United States, 
but they are really not identical. Each issue of certificates is 
backed by designated securities in the portfolio of Nacional 
Financiera, and those holding the certificates become co-owners 
of the securities. However, the certificates bear fixed rates of 
interest. The return which the holder gets, therefore, does not 
depend upon the earnings of the securities in which he has 
made an indirect investment. If these earnings fall below the 
amount needed to pay the stated rate on the certificate, Nacional 
Financiera is obligated to use other resources to make up the 
difference.** Of course, the opposite case is also a possibility— 
that is, the certificate holder would get less than the returns on 
the collateral. But the point that needs to be stressed is that the 


investor takes no risk on the earnings of the securities them- 
selves. He owns what is tantamount to a bond. 


The investor’s risk is further reduced by Nacional Finan- 
ciera’s pledge to repurchase its certificates at par. In this re- 
spect, too, the certificates of Nacional Financiera differ from 
those of the American investment trust. Only the holder who 
buys above par can lose on the value of his certificate, and then 
his loss is limited. This guarantee to repurchase shows how 
far Nacional Financiera has gone in order to tempt the coy 
Mexican investor to put funds into certificates. Moreover, al- 
though Nacional Financiera requires a certain amount of notice 
before cashing a certificate, the period is so short that the holder 
has virtually a demand right. 

The repurchase feature has been criticized in Mexico on 
various grounds, and Nacional Financiera has undertaken to 
defend it with arguments which do not seem clear-cut or rele- 


28 Hl mercado de valores, October 14, 1946, p. 8. 
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vant.*® We need not concern ourselves with the details of 
this controversy. However, one significant point that has 
emerged in this discussion is the statement that if large num- 
bers of holders should demand cash for their certificates Nac- 
ional Financiera would have access to central bank financing 
in order to meet the situation.“° Just how far the Bank of 
Mexico would go has not been made clear. It may be taken for 
granted, however, that the bank stands ready to lend Nacional 
Financiera as much as it needs to maintain the value of its 
certificates. 


3etween January 1, 1941, when the first issue was made, 
and December 31, 1946, Nacional Financiera put out fourteen 
series of certificates of participation. The aggregate value of 
these issues was 256 million pesos. Most of the certificates 
(242 million pesos) were still outstanding at the end of 1946. 
Thus far 1943 has been the year of peak activity. Six new is- 
sues were launched in that year, with an aggregate value of 105 
million pesos. From 1944 to the end of 1946 only four new 
issues were put on the market but their total value was large— 
108 million pesos. 


In general there has been a tendency to lengthen the life of 
the issues. Four of those put out since the latter part of 1943 
do not have definite maturity dates. Also, as investors have 
become familiar wtih the certificates Nacional Financiera has 
been able to float them at somewhat lower rates of interest. 
This tendency can be illustrated by comparing three ten-year 
issues: 

Date of issue Annual rate of interest 
Jam: 2.798) & «a5 ha TERM 
Pep. 26,1944 . . . « « 658% 
mar. 2, Te cw oe 2 OR 


The first issues were backed almost entirely by Government 
bonds. Thus the annual report of Nacional Financiera for the 
year 1943 showed that public securities, principally those of the 


“ A good illustration is found in Nacional Financiera, Duodecima asam- 
blea general ordinaria de accionistas, pp. 22-23. 
30 Jbid., p. 23. 
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federal Government, comprised 85 percent of the collateral.*! 
There has been a tendency, however, for Nacional Financiera 
to use a larger percentage of private securities as backing for 
its issues. One series put out in 1945, for example, was backed 
entirely by bonds and preferred stock of industrial companies. 
No figures have been published recently on the collateral as a 
whole, but informed persons in Mexican financial circles estimate 
that private securities now account for about one-half of the 
total. If Nacional Financiera expands its industrial financing 
operations, as is expected, non-Government securities will gain 
further importance. 


It is probable that most of the certificates have been bought 
by banks, insurance companies, and large commercial firms. 
This cannot be confirmed statistically, but it is a valid inference 
to draw from the pointed way in which Nacional Financiera re- 
ported that 70 percent of one of the 1946 issues had been taken 
by small investors. Strong emphasis on this fact, and lack 
of similar comment about other issues, suggest that this was a 
unique experience.*? 


That the certificate of participation has established itself 
in Mexican investing circles is shown by the speed with which 
the issue just referred to was snapped up. Certificates aggre- 
gating 10 million pesos were oversubscribed in two days time. 
Because of this enthusiastic reception Nacional Financiera put 
out another issue (8 million pesos) immediately.** 


31 Décima asamblea general de accionistas (Mexico, 1944), p. 21. 


32 El mercado de valores, March 18, 1946, p. 1. A calculation made from 
data published by the National Banking Commission shows that banks 
and other financial institutions held about 25% of the certificates outstand- 
ing in July 1946. In the official volume dealing with the achievements 
of the Avila Camacho administration (Seis anos de actividad nacional, 
p. 334), there is a statement that “more than 90 percent (of the certificates) 
have been placed with the public.” This statement, written in July 1946, 
is commonly interpreted in Mexico to mean that 90 percent of the certifi- 
cates are held by non-institutional investors. This is a false interpreta- 
tion. The statement simply means that over 90 percent of the certificates 
authorized have been sold and that less than 10 percent are in the hands 
of Nacional Financiera itself. 
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It is not difficult to see why the certificates have been bought 
eagerly. Because of the repurchase clause and the guaranteed 
rate of return, the investor runs little risk. He knows, too, that 
the Bank of Mexico stands behind Nacional Financiera. The 
central bank would hardly fail to support Nacional Financiera 
to the degree needed to maintain solvency, in view of the Gov- 
ernment’s anxiety to use Nacional Financiera as a prop to the 
market for both public and private securities. 

The 1945 report of Nacional Financiera contains an illum- 
inating paragraph on the certificates of participation,** stating 
that they were adopted as a temporary expedient at a time when 
few other means were available to finance new lines of develop- 
ment. Significantly, the report goes on to say that the existing 
certificates are a costly financial device, and that “as soon as 
postwar conditions permit progress in organizing and strength- 
ening the capital market it will be possible to modify the certifi- 
cates and to convert them into true ‘investment trust’ instru- 
ments.” 

This last comment implies three changes in the certificate: 
(1) abandoning the fixed rate of interest; (2) abandoning the 
repurchase provision; (3) using few or no Government securi- 
ties as backing. The investor would then take a much greater 
risk than he does at present and he would invest more directly 
in industry. Investment in business firms would be differenti- 
ated from investment in Government securities. These develop- 
ments would certainly help to create in Mexico a more wholesome 
investing psychology than that which prevails. 

Nacional Financicra is supporting industrial development 
in Mexico in two principal ways: (1) by purchasing stocks 
and bonds of industrial companies; (2) by making loans to in- 
dustry. 

According to the most recent statement available, on Decem- 
ber 31, 1945 Nacional Financiera held about 94 million pesos 


33 This series, however, was taken entirely by the Social Security Insti- 
tute. Mexico’s social security system dates only from 1943. As the re- 
serves increase, the Social Security Institute will become an increasingly 
important factor in investing savings of the public. 


34 Duodecima asamblea general ordinaria de accionistas, pp. 24-25. 
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worth of bonds and 57 million pesos worth of stock in industrial 
concerns, making an aggregate investment of 151 million pesos. 
These figures are for a given date. However, they must also 
come close to showing the cumulative amounts of securities pur- 
chased, because Nacional Financiera as a general rule has not 
resold its industrial holdings. 


A review of the list of industrial securities held by Nacional 
Financiera at the end of 1945 *° shows that the organization has 
invested in practically all the larger industrial enterprises estab- 
lished in Mexico in recent years. It owned, for example, over 
60 million pesos worth of stocks and bonds in Altos Hornos de 
México, the new steel mill at Monclova. In Industria Eléctrica 
de México, a new concern for manufacturing electrical appa- 
ratus, Nacional Financiera held securities amounting to over 23 
million pesos. Ten million pesos of its own funds were invested 
in bonds of the Atenquique project (paper, chemicals, etc.), and 
shares of stock in this firm amounting to one million pesos were 
bought by Nacional Financiera for the account of the Mexican 
Government. There were a number of other holdings amount- 


ing to about two million pesos each, including shares of Cobre 
de México, which was installing Mexico’s first electrolytic copper 
plant. 


The investment record of Nacional Financiera also shows 
special interest in underwriting expansion in the cement and 
sugar industries. More than 5 million pesos were invested in 
the cement industry, and almost 15 million in sugar enterprises. 

Thus the purchase of securities by Nacional Financiera has 
been a factor of the utmost importance in long-term investment 
in Mexico since 1941. Given the prevailing investment habits 
of Mexico, we can be sure that much of the industrial financing 
of this period would not have been accomplished without the 
intervention of the Government’s investment bank. 


The importance of Nacional Financiera investment to the 
leading new industrial firms in Mexico is brought out in Table 
3. This list, it should be observed, does not include all the indus- 


trial firms in which Nacional Financiera held investments. It 


35 Tbid., appendix, table 1. 
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covers only the concerns which Nacional Financiera had initiated 
and promoted. 

On the average Nacional Financiera held 28 percent of the 
capital stock of the eighteen firms listed in the table. This 
average, however, understates the role of Nacional Financiera 
because it is pulled down by the small investment (4 percent) 
in the company with the largest capitalization, Industria Eléc- 
trica de México. If we omit this firm, Nacional Financiera’s 
average investment in capital stock of the remaining seventeen 
amounts to about 40 percent. This is a more representative fig- 
ure for the group as a whole. Moreover, in one-third of the 
firms Nacional Financiera had 50 percent or more of the shares 
issued. 

In the case of one firm, Guanos y Fertilizantes de México, 
Nacional Financiera was virtually the sole stockholder at the 
end of 1945. This corporation was the child of Nacional Finan- 
ciera; it was organized at the request of the Mexican Govern- 
ment in order to meet a critical need for fertilizers. In time 
some of the funds which Nacional Financiera has tied up in 
this firm will be released, for the Government has agreed to 
assume a part of the financial burden. Fifty-one percent of all 
shares are ultimately to be purchased by the Government. 

Bond holdings show a quite different picture from that of 
investment in stocks. Nacional Financiera held bonds in only 
nine of the eighteen companies. Nevertheless, for those firms 
it was an exceedingly important bondholder. On the average it 
had bought about 90 percent of their bond issues. Moreover, 
in five out of the nine cases Nacional Financiera was the sole 
bondholder. Thus, while Nacional Financiera did not invest 
as frequently in bonds as in shares of stock, its bond investments 
were of the highest importance to the companies involved. 

Finally, it should be noted that the investment in bonds was 
substantially greater than the amount put into shares. Aggre- 
gate holdings of bonds amounted to 68 percent more than the 
total invested in stocks. 

The second means by which Nacional Financiera finances 
industry is lending. Such loans are intended mainly to provide 
circulating capital and to finance machinery and equipment pur- 
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*Invested for the account of the Mexican Government. 
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chases. They vary considerably in respect to security offered by 
the borrower as well as in maturity. As nearly as can be de- 
termined, they are similar in nature to the loans which private 
banks are authorized to make—but which the private banks 
have been reluctant to extend to industrial concerns exclusive 
of their favored clients. Indeed, this reluctance explains why 
Nacional Financiera has been doing such an active lending 
business. 


The following tabulation shows the growth in Nacional Fi- 
nanciera loans in the period 1940-1945: ** 
Loans 
Year (millions of pesos) 


ae es ec Re ee & 
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Most of Nacional Financiera’s loans have been made to indus- 
trial enterprises, although sizable amounts are known to have 
been allocated to other purposes. In 1945, for example, a loan 
of about 73 million pesos was granted to the National Railways 
of Mexico. In the same year smaller loans were made to munici- 
palities for public works. Electric power development has also 
benefited considerably from Nacional Financiera lending. 

The loans are made for short terms, as well as intermediate 
and long periods. Indeed, granting short-term credit has been 
dominant with Nacional Financiera, as with the private banks 
and financieras. This can be inferred from an analysis of the 
relation between the annual amounts repaid and the amounts 
lent. For each year of the period 1940-1945 the amount repaid 
is a high percentage of the amount lent. If this were true only 
for scattered years it would not be significant, but since it oc- 
curred year after year it establishes a dominant short-run qual- 
ity in Nacional Financiera’s loans.**7 For the years 1940-1945 
repayments annually averaged over 80 percent of new loans. 


36 Tbid., p. 53. 
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Bank of Mexico 


While Nacional Financiera has been the most active agent 
in industrial financing in Mexico, the backbone of the whole 
structure is the Bank of Mexico. This has been true in private 
as well as in public finance. Once the Government decided to 
push industrialization rapidly and to make industry the keynote 
of Mexico’s economic future—a decision which crystallized in 
1941—the ample resources of the central bank were readily 
marshalled for this purpose. 


The officials of the Bank of Mexico have not been completely 
happy over this policy. Given its own head, the bank would 
have taken a more cautious and selective course. Because of the 
legal structure of the bank, however, the Government through 
the Minister of Finance can determine central banking policies 
whenever it chooses to intervene. Fundamentally the policy of 
the Bank of Mexico is the policy of the Mexican Government. 

The central bank has been called upon to fill the gap caused 
by the failure of others to invest in industry. Thus we have 
the decision of the Bank of Mexico to buy financiera general 
bonds. “This measure,” writes Eduardo Suarez, ex-Minister of 
Finance, “showed once again that the State cannot remain in- 
different in the face of needs created by the growth of the 
country; these needs fully justified the step of providing banks 
with resources—even though this had to be done with central 
bank credit because of the lack of funds of other origin.” ** 


In similar vein, the head of the Bank of Mexico, Eduardo 
Villasenor, stated in 1944 that the policy of “supporting” the 
market for general bonds was destined to continue indefinitely 
and to adjust itself to the volume of credit required for industrial 
purposes.*® Before he left his position, however, Sr. Villasefior 


37 The average maturity, however, is still likely to be somewhat longer 
than that of the private bank loan. Loans for six months to one year, for 
example, are probably much more common for Nacional Financiera than 
for the private banks. 


38 Seis anos de actividad nacional, p. 337 


39 Eduardo Villasenor, “Algunos aspectos de la economia de la postguerra 
en México,” Investigacién econdmica, 1st quarter 1944, p. 18. 
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had considerably less enthusiasm for the financieras. In a 
press interview in 1946 he complained that the financieras ex- 
pected the Bank of Mexico to buy their general bonds on demand, 
and that they had made no attempt to create a market for such 
bonds among the investing public.*® 

Nacional Financiera would not be able to carry out a fraction 
of its operations if it were not for the actual and tacit support 
of the Bank of Mexico. This support has been decisive. Na- 
cional Financiera’s certificates command a market because of the 
repurchase feature. But Nacional Financiera can offer this 
feature only because the Bank of Mexico stands behind it, as 
has been admitted in one of the recent annual reports. The in- 
vestor buys the certificate because he knows that the resources 
of the Bank of Mexico will be used to redeem it at par. From 
his standpoint, Nacional Financiera is practically a department 
of the Bank of Mexico. 

In addition the Bank of Mexico has been an outright buyer 
of Nacional Financiera’s certificates. Such holdings are now 
minor in amount because other buyers have come forward, but 
they must have been significant for the first issues. The central 
bank can also rediscount for Nacional Financiera. It is reported 
that this privilege has not been used, but it is nevertheless a 
source of strength. 

The third principal method by which the Bank of Mexico has 
financed industrialization is the purchase of Government bonds. 
It will be recalled that bonds have been issued for purposes inti- 
mately related to industrial development, such as improving 
transport conditions, raising agricultural productivity, and in- 
creasing the supply of electric power. Individual investors and 
banks have shied away from Government bonds. By default 
the Bank of Mexico has become the principal holder. 

Large purchases of Government bonds by the Bank of Mexico 
date from the year 1941, when the Bank adopted a policy of 
dealing freely in such securities. Previously it bought them only 
in restricted amounts. The first operation under the new policy 
was conducted with federal highway bonds which were then 


40 El Universal, August 5, 1946. 
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selling at 70 in spite of their backing in gasoline-tax receipts. 
This quotation may be taken as a good measure of the failure of 
investors to take Government bonds (even when allowance is 
made for high average rates of return on other kinds of invest- 
ments). 

As new issues were put out after 1941, the Bank of Mexico’s 
portfolio of public securities continued to expand. Thus, to cite 
one of the few figures released, the Bank of Mexico increased 
its holdings of federal bonds by 89.5 million pesos in the year 
1944.4! 

Although it is commonly understood in Mexico that the 
central bank is the principal holder of Government bonds,*? the 
Bank of Mexico has not published figures on such holdings. From 
scattered data, however, I have attempted to make a rough esti- 
mate of what these holdings amounted to at the end of 1946. 
Following are the relevant figures. 

Holdings of: millions of pesos 
Private banks and other credit institutions (a) 155 


National banks (except Bank of Mexico) (b) 4 
Insurance companies (c)________- : 


TR tes cicisckocctiadn ‘ ie as cnin 


(a) Figure for October 1946; taken from Comisién Nacional 
Bancaria, Boletin estadistico, September-October 1946, p. 8. 
(b) Figure for August 1946; taken from ‘bid., p. 7. 


(c) Estimate by Nacional Financiera, in El mercado de valores, 
January 13, 1947, p. 3. 


In December 1946 the total of federal government bonds out- 
standing was about 999 million pesos.** Deducting the above 
total of 204 million from this figure, we get 795 million for the 
combined holdings of the Bank of Mexico, individual investors, 
and institutional investors exclusive of the insurance companies. 
Everyone is agreed that the last two items are very small. The 


41 Banco de Mexico, Vigesimatercera asamblea general ordinaria de 
accionistas (Mexico, 1945), p. 36. 

42 See, for example, the paper by Ratl Ortiz Mena, “El mercado de valores 
en México,” in Memoria de la primera reunion de técnicos sobre problemas 
de banca central del continente americano (Mexico, 1946), p. 66. 

43 Fl mercado de valores, January 13, 1947, p. 8. 
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795 million, it will be noted, represents about 80 percent of the 
amount of bonds outstanding. If we allow 5 percent for indi- 
vidual and other institutional investors, we may estimate, 
roughly, that the Bank of Mexico holds about three-fourths of 
all Government bonds. 


The preceding discussion has brought out the three principal 
ways in which the Bank of Mexico has financed industrial devel- 
opment: 1) supporting the private financieras, 2) supporting 
Nacional Financiera, 3) purchasing Government bonds. In 
addition, the central bank has bought securities of industrial 
firms. Probably in most cases these have been acquired through 
an intermediary, such as one of the financieras, but they are 
outright investments of the Bank of Mexico. It is not possible 
to make even a rough estimate of the amount of such invest- 
ments, for the published statements of the bank give no clues. 


In stressing the role of the central bank in financing indus- 
trial development in Mexico, I do not intend to give the impres- 
sion that I think this practice is to be condemned. If any 
impression is to be strengthened as a result of the above discus- 
sion let it be that individual investors and banks have failed 
to provide funds for industrial development. The Bank of 
Mexico has filled their shoes. It must be recognized, however, 
that providing central bank credit for industrial development 
in Mexico during the years 1941-1946 had maximum inflationary 
effects—in a situation that was already shot through with infla- 
tionary forces. 


New investment during the war years was bound to have 
inflationary effects in Mexico, no matter who made the invest- 
ment. But the net inflationary effect of a given amount of in- 
vestment was less when made by a private bank or by an indi- 
vidual than when made by the Bank of Mexico. In the first case 
bank reserves would be decreased, thus reducing the lending 
power of the banking system. In the second case individual 
cash holdings or bank balances would be diminished. When the 
Bank of Mexico made the investment, however, no similar reduc- 
tions occurred, so that full inflationary consequences were 
realized. 
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Actually, the Bank of Mexico’s policy of buying financiera 
general bonds had dual inflationary effects because the finan- 
cieras used the proceeds for commercial (and speculative) lend- 
ing. Multiplication of intermediate commercial transactions 
and of commodity withholding operations contributed materially 
to rising prices. Central bank credit intended to stimulate indus- 
trial production and thereby to hold prices down was directed 
by the financieras to other ends, with the opposite effect on prices. 

Bank of Mexico buying of Government bonds also represented 
the most inflationary method of meeting public investment re- 
quirements. Here, again, it was the failure of the public and of 
the banks to absorb securities that caused the central bank to 
create large amounts of money for Government financing. 


The Mexican Government 

Direct investment in industry by the Mexican Government 
has been small. In the field of investment its principal contribu- 
tions to industrialization have been indirect. During the period 
1941-1946 the Government invested 2.1 billion pesos in road con- 
struction, railway building, electric power development, irriga- 
tion, harbor works, and in supplying credit to agricultural pro- 
ducers.*4 These items are classified by the Government as 
“directly productive” investment. In addition, outlays for “in- 
directly productive” items—such as schools, hospitals, other 
public buildings, water supply, etc.—amounted to 400 million 
pesos, making a total federal investment of 2.5 billion. Petréleos 
Mexicanos, the Government-owned oil company, is not included 
in the above totals because it operates as an individual enterprise. 

In a few cases at least the Mexican Government has bought 
securities in new industrial companies, with Nacional Financiera 
acting as its agent. The latest data available (1945) show that 
the Government had one million pesos invested in preferred 
stock of the Cia. Industrial de Atenquique and 212,000 pesos in 
common stock of Industrial Urbana. Additional investments of 
a similar nature may have been made in 1946. 

Finally, in 1945 the Mexican Government, via Nacional 
Financiera, lent 15 million pesos to Celanese Mexicana, the new 


44 Seis anos de actividad nacional, p. 367. 
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rayon company in which Celanese Corporation of America has 
an interest. The loan matures in five years, but it may be paid 
off in bonds of the corporation rather than in cash. Again, it 
is possible that analogous loans were made to other concerns in 
1946. 


Summary and Conclusion 


In the industrial advance of Mexico a serious problem has 
arisen in the failure of domestic savings to move into industrial 
investment. Apart from hoarding, individual savers have pre- 
ferred to invest in urban real estate and construction, or in 
mortgages, rather than in industrial securities. Savings pooled 
by the banks have been directed toward industry in small 
amounts only, because the banks have been overwhelmingly pre- 
occupied with short-term, commercial lending. 

The financieras can by no means be called a wholesome devel- 
opment in the Mexican economy. When they were put on a new 
legal basis in 1941, financial authorities in the Mexican Govern- 
ment had high hopes for what these organizations would accom- 
plish in stimulating industrial development. It was thought that 
they would be a vital force in Mexico’s industrialization. These 
hopes have not been realized. How disappointing the results 
have been can best be brought out by a bill of particulars item- 
ized from our previous discussion of the financieras. 


1) The financieras have failed to initiate industrial under- 
takings. They have done very little promotional and 
organizational work. 

Lending has been a more important operation than in- 
vestment. 


They have emphasized short-term rather than long-term 
lending. 

Their loans have financed commercial, often speculative 
transactions, instead of supplying circulating capital to 
firms engaged in the production of goods. 


They have done very little to create a market for indus- 
trial securities among Mexican investors. 


They have diverted central bank credit intended to stimu- 
late production into commercial lending. 


Obviously, the laws relating to financieras have to be over- 
hauled if the Mexican economy is to benefit from these institu- 
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tions. As a matter of fact, the Mexican Government can be 
criticized for not having acted already. Wartime conditions 
should have precipitated action on this question, not retarded 
it. The reluctance of the Government to reform financiera 
behavior does not promise well for Mexico’s economic future. 


In making loans all banks in Mexico have discriminated 
against the small industrialist. He has thus been forced to 
borrow outside of the regular banking machinery, where much 
higher rates of interest are charged. When a bank does consent 
to lend to a small manufacturer it usually insists on a very 
short maturity for the loan. This is highly unsatisfactory when 
the purpose of borrowing is to purchase additional equipment. 


So far, Nacional Financiera has also been of little help to 
the small manufacturer. Nacional Financiera has been chiefly 
occupied with financing the larger new industrial ventures—the 
type that the Mexican Government has been especially anxious 
to encourage. Thus no one has attempted to meet the financial 
needs of small industry—although currently small industry as 
a rule is better adapted to the Mexican economy than big con- 


cerns. 


Nacional Financiera has been the most important investment 
bank for Mexican industry. It has sizable investments in prac- 
tically all the large industrial firms established since 1941. It 
has, moreover, taken an active part in initiating and organizing 
these firms. It has performed for the Mexican economy valuable 
functions which private financial institutions have been loathe 
to undertake. 


However, there are a few significant items on the other side 
of the Nacional Financiera ledger. Like the private financieras, 
it has failed in the task of re-educating Mexican investors. Evi- 
dence for this is the very nature of the certificate of participa- 
tion. Perhaps the certificates could not have been sold readily 
without the guarantees with which they have been endowed be- 
cause more profitable ways of using funds were allowed to 
remain open during the war years. Responsibility for the latter 
rests with the Ministry of Finance rather than with Nacional 
Financiera. The important point, however, is that the certificate 
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does not foster the habit of investing in industrial securities. 
On the contrary, it discourages the practice. 


Furthermore, confidence in Nacional Financiera’s certificates 
rests on the knowledge that the Bank of Mexico will back them. 
The holders feel that they have a claim on the resources of the 
central bank. For them, Nacional Financiera is an investment 
banking department of the Bank of Mexico. This, too, hardly 
lends itself to creating healthy investment habits in Mexico. 

Apart from its tacit support of Nacional Financiera, the 
Bank of Mexico has provided funds for industrial development 
by taking general bonds of the financieras. Much of this central 
bank credit has leaked into commercial lending. The Bank of 
Mexico has also supplied funds for public works basic to indus- 
trialization. The bank is the principal holder of Government 
bonds. These operations with the financieras and with Govern- 
ment bonds have had pronounced inflationary effects. 


Since 1941 the Mexican Government operating through 
Nacional Financiera and the Bank of Mexico has tried to induce 
individual savers to put funds into industry directly, and also to 
channel savings indirectly into industrial investment via the 
banks and the financieras. On the whole, these efforts have been 
unsuccessful. Granted it is not easy to change deep-rooted in- 
vestment (and hoarding) habits. One does not ask for miracles. 
What the Mexican Government failed to do, however, was to 
curb alternative outlets for funds—outlets which individuals and 
banks preferred to industrial investment. Prominent among 
these were urban construction, commercial lending, and specu- 
lation in commodities.** Again, one does not ask for 100 percent 
measures, but virtually nothing was done. Consequently, 
Mexico made little progress in solving the problem of financing 
industrialization during the war years, when conditions were 
relatively favorable. 

Because domestic savings are so balky about moving into 
industrial investment (and also because the gold and foreign 
exchange reserves of the Bank of Mexico have been declining), 


45 Measures to restrict such operations would also have had salutary 
anti-inflationary effects. 
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the Mexican Government has been turning its eyes abroad— 
especially to the United States. In 1945 the shares of a joint 
Mexican-American concern, Industria Eléctrica de México, were 
listed on the New York Stock Exchange, much to the delight of 
the Minister of Finance and other high Mexican officials. It was 
hoped that this listing would be followed soon by others, but 
none materialized. Thus in 1946 the attitude of the Mexican 
Government toward more direct investment of American capital 
became increasingly cordial. 

The Aleman administration, which just took office in De- 
cember 1946, gives every sign of continuing and extending this 
policy. The new Minister of Finance, Ramon Beteta, has stated 
on a number of occasions that foreign capital is welcome in the 
industrialization of Mexico. It has been reported, too, that 
Sr. Beteta is trying to negotiate a loan of $60 million from the 
Export-Import Bank and another loan of approximately $100 
million from the International Bank for Reconstruction and 
Development.** These are additional straws in the wind. 

In view of Mexico’s experience in financing industry since 
1941, one wonders about the wisdom of large additional amounts 
of American investment. Large American investments—private 
as well as public—are bound to create international problems in 
time. Moreover, they enable Mexico to relax about using its 
own savings in industrialization. 

Mexico has started on the road to industrialism. The Gov- 
ernment is most anxious to promote further industrial develop- 
ment at a rapid pace. Mexico has substantial savings. The 
healthiest state of affairs would be for these domestic savings 
to move readily into industrial investment. Sooner or later the 
Mexican Government will have to come to grips with this prob- 
lem and devise measures to insure the effective use of domestic 
savings." Introduction of foreign capital tends to postpone 
such action. 


46 New York Herald Tribune, January 4, 1947. 

47 T realize, of course, that a number of knotty questions have to be faced, 
including that of controls on capital export. Not all aspects of the problem, 
however, have to be attacked at the same time. Reactions of the public and 
of the banks will determine how far-reaching the measures have to be. 
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Given her economic and social structure, further industriali- 
zation in Mexico is almost certain to be an inflationary process. 
This effect will be greatly magnified if it is left to foreign capital 
to develop industry, because then Mexican savings will continue 
to go mainly into urban building and real estate operations, 
commercial transactions, and commodity speculation. The social 
and political tensions fostered by the already marked wartime 
inflation will be aggravated. 

In inviting foreign capital rather than doing something 
about the use of domestic savings, the Mexican Government is 
choosing the easier course for the moment. In time, however, 
the economic and social cost of this choice promises to be high. 
Mexico has not made a wise decision. 








Argentine eo PB. olicy 


By Robert wile one 


Since the Revolution of June 4, 1943, the Argentine Republic 
has adopted a system of economic controls characteristic of a 
war economy. By direct government action including a policy 
of autarky and forced industrialization, it has sought to isolate 
itself from the effects of economic fluctuations abroad. To carry 
out such a program, the government has extended its activities 
in all directions and has multiplied its expenditures. It has 
increased old taxes and tapped unexpected new sources of reve- 
nue. Its fiscal policies have had profound social and economic 
effects, not only as a result of the inflationary tendencies un- 
leashed by large budgetary deficits, but also from the influence 
of spending upon the level and distribution of real income. It is 
the purpose of this paper to analyze the scope and significance 
of such changes. 


I. Expenditure 

To determine the total repercussion of government expendi- 
tures upon money incomes in Argentina, a detailed examination 
of all income-increasing payments has been made. The signifi- 
cant elements of such a study must include the disbursements of 
governmental autonomous corporations and official entities as 
well as the direct budget outlays. The usual practice of includ- 
ing only the functions in the official budget presents a partial 
idea of the role of public finance in the economy. Now that the 
extrabudgetary operations are becoming so extensive, a compre- 


*Mr. Rennie is an economist with the Board of Governors of the Federal 
Reserve System. The opinions expressed in the article are those of the 
author and do not necessarily reflect those of the Board. 
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hensive statement of these accounts must be given if a coherent 
picture is to be obtained. 


Even more misleading is the Argentine budgetary practice 
of dividing expenditures into two classes—those to be financed 
by cash receipts and those to be covered by government bond 
issues. Originally, the government justified this division by the 
claim that the expenditures to be financed by bond issues created 
offsetting assets in the form of public investments. Funda- 
mentally, this was intended to be a form of the capital budget. 


Dr. Richard Musgrave has revealed the serious limitations 
of the use of such a budget whether one thinks in terms of a 
liability or a monetary balance of the government finances.} 
The only asset which can be presented to justify an increase in 
the capital budget is an increase in taxable capacity of the 
economy which the expenditure may make possible. It is entirely 
fallacious to present highways or public buildings as “assets” 
in themselves. 


Not only are public works and government contributions to 
pension funds included in the disbursements to be financed by 
bond issues, but also the recent large volume of military expendi- 
tures. Since such spending can scarcely produce a continuing 
increase in taxable capacity under prevailing conditions of full 
employment, the distinction in type of expenditures is mislead- 
ing and will not be used in this study. 

Table I presents the total disbursements of the federal gov- 
ernment and of its non-industrial autonomous agencies since 
1928. It is obvious that the principal growth in public spending 
has come in the past five years. Total expenditures increased 
by 123.7 per cent from 1941 to 1946. They will rise a further 
22.2 per cent under the budget for the current year even if the 
state spends no more on its special military program than during 
1946.2 This rise is exclusive of the prospective outlays under 
the Argentine Five Year Plan, which will average 1.3 billion 
pesos per year under a separate budget. 


1 Richard Abel Musgrave, “The Nature of Budgetary Balance and the 
Case for the Capital Budget,” American Economic Review, Volume XXIX, 
No. 2, June, 1939, pp. 260-271. 
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The expenditures can be broken down into five major cate- 
gories—military, education and social welfare, public works, 
debt service, and the Interior Department—which together rep- 
resent a predominant share of total disbursements. Direct mili- 
tary expenditures accounted for 62.9 per cent of the total in- 
crease in outlays during the 1941-1946 period. While such 
military outlays represented only 21.2 per cent of the total in 
1941, by 1946 the proportion had risen to 44.3 per cent. 


Closely allied to the security program is the expansion in the 
outlays of the Interior Department. Approximately one-third 
of the budget of this agency has been for the activities of the 
federal police.* The expenditures for education and social wel- 
fare fluctuated only moderately until 1946, when there was a 
precipitate increase. In that year, the Departments of Justice 
and Public Instruction and the National Council of Education 
increased their expenditures by 59 million pesos, and the new 
cost-of-living and family subsidy payments amounted to 70 mil- 
lion pesos. There were also substantial increases in the expendi- 
tures of all the pension funds. For 1947, education and social 
welfare payments are budgeted at a level 92.2 per cent above 
1941. 














A large part of the expansion in public works expenditures 
in this period reflects the significant rise in building costs due 
to the intense competition between private and public construc- 
tion. By the end of the war, the government’s demand for 
cement had trebled and the private contractors in Buenos Aires 
went on strike in protest against the appropriation of materials 
by the government. The sudden spurt in public works in 1947 
is partly accounted for by reconstruction work in the city of 
San Juan, which was destroyed by an earthquake in 1944. 














2 These special military expenditures, exclusive of the amounts spent by 
the regular departments, were scheduled at 581.4 million pesos during 1946. 
Ministerio de Hacienda de la Nacién, Boletin, Numero 28, October 5, 1946, 
p. 205. The 1947 budget explicitly omitted the total of such expenditures. 
Ibid. Numero 37, December 7-14, 1946, p. 3196. 

3 Cf. Contaduria General de la Nacién, Memoria, 1945, Tomo II, pp. 45, 73. 
4 Cf. El Mundo, April 19, 1945. 
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The advance in the cost of public debt service of 37.2 per cent 
since 1941 is very moderate, especially when it is considered 
that the public debt itself rose by 64.9 per cent from the end of 
1941 to December 31, 1946. Debt charges were kept at a nominal 
figure because the large increase in money supply permitted a 
reduction in the interest rate on long-term internal bonds from 
414 per cent to 3 per cent. The rise in gold and foreign exchange 
holdings during the war also permitted repatriation of the for- 
eign public debt, which had equalled 1.1 billion pesos in 1940. 

The rapid increase in government outlay has outstripped the 
rise in national income of the country. A study prepared by the 
Central Bank of Argentina reveals that the state is absorbing 
an increasing share of the disposable income of the country.° 


(millions of pesos) 
National Income Per Cent of 
Less Balance of Total Expenditures Disposable 
Year Foreign Trade of the State a Income 


1935 6600 1390 21.1 

1936 7310 1550 21.2 

1937 8400 1750 20.8 

1938 8990 1890 21.0 

1939 8860 2030 22.9 

1940 9290 1900 

1941 10100 1880 

1942 11210 2060 

1943 11280 2300 

1944 12720 3140 

1945 13380 3910 6 

a. Includes provincial and municipal expenditures. 

b. Adjusted according to definitive figures in Ministerio de Hacienda de 
la Nacion, Memoria, 1945, p. 33. 

The foregoing trend indicates that control of expenditure 
looms as the primary consideration in any discussion of fiscal 
reform in Argentina. Yet, under the new banking régime, the 
government may issue bonds to the banks without any legal 
restrictions whatsoever. Furthermore, the misuse of “govern- 
ment agreements” (authorizations of expenditures by executive 
decree) and special expenditure laws has permitted large appro- 
riations above the annual budgets. The former have further 


5 Banco Central de la Nacion, La Renta Nacional de la Republica Argen- 
tina, 1946, p. 8. 











56 INTER-AMERICAN ECONOMIC AFFAIRS 
accentuated the dominant position of the Executive branch and 
have tended to remove from the Legislative branch the real con- 
trol of fiscal policy. How serious this problem of extrabudgetary 
expenditures may become is indicated by their magnitude in the 
past decade.® 


Extrabudgetary Expenditures 
(millions of pesos) 


1935 100.7 1941 210.8 
1936 121.9 1942 302.4 
1937 164.0 1943 448.8 
1938 81.5 1944 587.4 
1939 383.3 1945 769.7 
1940 167.7 


The Accountancy Laws originally prohibited expenditures 
by executive decree in all cases except those of foreign invasion, 
state of siege, or intervention in the provinces during the recess 
of Congress. However, the rule never was strictly applied, 
and in 1913 under the guidance of Finance Minister Pifiero a 
law was passed permitting the opening of additional credits 
whenever a question of public health, common defense, or gen- 
eral welfare was involved. As a result, there has been virtually 
no check to the continuation of this unfortunate procedure. 

Fundamentally, of course, if Congress renounces its consti- 
tutional control over the expenditure of funds by the Executive 
branch, the administrative safeguards which protect the public 
from indiscriminate outlays are valueless. Such renunciation 
is embodied in the enabling statute of the Five Year Plan, which 
permits the Executive branch to arrange for the financing of 
the Plan in the following manner: 


“a) In accordance with the new banking system controlled 
by the Central Bank of the Argentine Republic; 

b) By means of the issue of public debt bonds, to the 
extent that may be deemed necessary and in accord- 
ance with the laws governing the matter; and 

c) By any other means judged adequate for the greatest 
success of the Plan, reporting annually thereon to the 
National Congress.” 7 


6 Ministerio de Hacienda de la Nacién, Memorias, 1945-1945. 
T Presidencia de la Nacion, Secretaria Técnica, Plan de Gobierno, 1947- 
1951, Tomo I, p. 70. 
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The last clause indicates to what an extent Congress has abdi- 
cated its responsibility, for the Executive branch need make only 
an ex post accounting of its actions to Congress. It should 
furthermore be noted that the published estimate of expenditures 
of 6.66 billion pesos on the Plan does not include the additional 
amount to be spent on national defense. These outlays remain 
a secret, even to Congress. 


II. Revenues 

The net budgetary receipts of the federal government have 
not kept pace with expenditures. While the outlays increased 
123.7 per cent from 1941 to 1946, revenues increased only 94.3 
per cent. The budget for 1947, however, estimates that revenues 
will be fifty per cent, or 885 million pesos, higher than in 1946. 
This increase is principally accounted for by a 500 million peso 
rise in the income transferred from the Exchange Margin Fund 
to general revenue. Last year, the Fund provided only 120 
million pesos. 

The income of the Exchange Margin Fund arises from the 
differential between the price which the government pays for 
foreign exchange derived from the exportation of commodities 
and the price received when it is resold to importers. Although 
there are several rates of exchange, the major part is now bought 
at a price of 3.3582 Argentine pesos per dollar and sold at a rate 
of 4.2289 pesos—a profit of 26 per cent. 

Over 1,100 million pesos were derived from such exchange 
profits from 1933 to 1945. However, the highest income pre- 
viously recorded for any single year was 201 million pesos in 
1940. Therefore, to derive 620 millions from this source will 
require a very significant expansion in foreign trade. Such an 
increase in revenue from exchange transaction profits is entirely 
feasible, and has frequently been noted by the author.” Not only 
will the present sellers’ market in agricultural products provide 
Argentina with additional foreign exchange, but during the war, 
the authorities were able to accumulate over a billion dollars in 


8 Ibid., p. 451. 


9 Cf. “Where Does Perén Get the Money,” The Inter-American, March, 
1946, pp. 19, 46. 
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gold and dollar exchange. With pre-war reserves of only 
slightly over $400 millions, the government could earn 522 mil- 
lion pesos from this source alone if the gold and foreign exchange 
acquired during the war were sold to importers. 

If Argentina should join the International Monetary Fund, 
it would be required to subject its policy of multiple exchange 
rates to the prescribed rules of the Fund, but these requirements 
might not preclude the introduction of exchange taxes which 
would serve the same revenue purpose as the present spread 
between the rates. In any case, a complete study of the inci- 
dence of exchange taxation might well be made by the Argentine 
government. It is not yet aware of all the economic effects of 
such revenue measures apart from their monetary aspects, and 
little thought has gone into their application. There is little 
doubt at the present time that the consumers of imported goods 
are supporting this tax, but in the future, with rigid rates and 
decreasing monetary reserves, it may very well be possible that 
the incidence will be shifted from the consumers to the producers 
of export commodities. 

Exports have by no means escaped taxation, however. The 
Argentine Trade Promotion Institute has become the state 
trading entity with monopoly buying powers as well as monopoly 
selling control of all grains, meat, vegetable oils, dairy products, 
fats, hides, and subsidiary items.’® It is Argentina’s avowed 
intention to exploit all the advantages of the present sellers’ 
market in such goods, but none of the gains are being passed 
on to the agricultural producers. In November 1946, wheat 
that had been purchased from the farmers for 17 pesos per 
quintal was sold abroad by the Institute at 35 pesos.!!_ Linseed 
was sold for three times its purchase price of 30 pesos per 
quintal, and the Institute reported a profit of 780 million pesos 
on one bulk sales operation. The total profits of this entity for 
1947 have been estimated at 2,000 million pesos, which will be 
used to defray part of the cost of the Five Year Plan.” 


10 The Argentine Trade Promotion Institute was created by Decree-Law 
15,350 of May 28, 1946. Ministerio de Hacienda de la Nacién, Boletin, 
Numero 13, June 22, 1946, p. 1054. 

11 Review of the River Plate, November 15, 1946, p. 8. 
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The political repercussions of this policy of subsidizing the 
industrialization program at the expense of agricultural pro- 
ducers have recently been serious. On February 11, 1947, a 
decree was issued fixing the basic purchase of corn at 10 
pesos per 100 kilos at a time when the Institute was exporting 
this product at 35 pesos. To meet the insistent protest of the 
numerous small farmers who characteristically produce this 
crop, a bonus of about 2.5 pesos per 100 kilos and additional 
storage allowances were granted on March 18 to tenant farmers 
and owners of less than 100 hectares. The farmers have by no 
means been pacified, however, and in many sectors have threat- 
ened to refuse to harvest their crops. In reprisal, the govern- 
ment prohibited them from holding meetings to protest against 
the state’s agricultural policy." 


The Secretariat of Industry and Commerce, at the special 
request of President Perén, attempted to justify the program 
in September 1946 by issuing a communiqué which stated that 
the Argentine Trade Promotion Institute allowed the whole 
nation rather than a privileged group of traders to profit from 


the advantages of the high prices in the export market. Such 
prices permitted the government to subsidize the producer of 
goods designed for domestic consumption and thus prevented 
serious increases in local prices." 


When examined in the light of cost-of-living indices, how- 
ever, this claim does not appear valid. During 1946, the cost- 
of-living rose by 15.8 per cent, and almost half of this increase 
accrued after July 1. The rise is only slightly less than the 16.4 
per cent rise in 1945 and is almost double the 8.0 per cent in- 
crease in 1944," 


12 Speech of Sr. Miguel Miranda, President of the Central Bank of the 
Argentine Republic before the Bolsa de Comercio. J/bid., December 20, 
1946, p. 18. 

13 Cf. New York Times, April 8, 1947, p. 8; Ibid., April 9, 1947, p. 14. 

14 Review of the River Plate, September 13, 1946, p. 18. 

15 Estimates of the First National Bank of Boston for a family of four, 
including two small children, living in Buenos Aires and earning 500 pesos 
per month. The Situation in Argentina, January 27, 1947. 
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The whole program of state trading as well as the receipts 
derived therefrom are outside the scope of the federal budget. 
It will, therefore, be impossible for Congress to judge the merits 
of the entire fiscal program of the government, for nowhere will 
this program be formulated into one comprehensive plan. Break- 
ing up the unity of the budget into several separate compart- 
ments is undoubtedly the best way for the Executive branch to 
hide the rate at which its heterogeneous functions are mush- 
rooming.!® 

Creating sources of revenue for its new fields of activity is 
by no means the only manner of deriving additional revenue. 
The older taxes have been made to yield higher income, either 
through raising their rates or by extending their bases. Table 
II presents a breakdown of the gross budgetary receipts of the 
federal government, and their distribution is set forth in Table 
III. Customs, excise, and the income taxes normally comprise 
about two-thirds of the general budgetary receipts. 


In order to study the incidence of the entire federal tax struc- 
ture, the taxes have been classified into six categories: those 
whose burden falls primarily upon income, inheritance, consump- 
tion, property, civil and judicial actions (stamp taxes) and agri- 
cultural production. The following table gives the distribution 
of tax receipts among the six categories: 


Incidence of Federal Taxes! 
(per cent of total) 


Agri- 
Consump- Stamp _ cultura 
Income Inheritance tion Property Taxes Production 


1910 am 0.6 88.8 5.0 5.6 —_ 
1924 -- 1.4 74.4 6.6 8.3 9.3 
1940 15.0 1.8 70.9 4.6 7.7 
1945 35.1 2.5 49.5 3.5 9.4 


16In the same manner, by financing such functions with new forms of 
revenue instead of by orthodox forms of taxation, President Perén was 
able to boast to Congress, “We can affirm that our taxes are the lowest in 
the world for a nation of our standing .. .” When the hidden types of 
taxation are brought to light, this statement would require serious quali- 
fication. Cf. The Review of the River Plate, October 25, 1946, p. 11. 
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It is evident that tax reform in Argentina has brought the 
income tax increasingly into the foreground as a major source 
of revenue, although consumption taxes still account for half of 
all federal budgetary income. Argentina’s role as an undevel- 
oped frontier nation rendered the adoption of an income tax 
before World War I both unnecessary and impractical. Where 
the standard of living depends principally upon the rate of 
capital formation, taxes upon internal consumption and upon 
imports of consumers goods do not seriously violate principles of. 
equity and may actually promote the development of the nation.'* 

Until the relatively recent rise in Argentina of a strong 
middle class, an income tax with a high exemption would have 
had little significance, since it would have omitted all but a few 
wealthy people. On the other hand, because of the absence of 
any fiscal consciousness on the part of the public, self-assess- 
ment and the non-existence of accounting practices would have 
made a low exemption tax unenforceable. 

The income tax was adopted for the first time by decree of 
the Provisional Government on January 19, 1932 during a 


period of economic and political crisis. Limited to a term of 
five years and clearly defined as an emergency measure, it un- 
questionably met the hurdle imposed by part 2 of Article 67 of 
the Argentine Constitution whereby Congress was granted 
power to levy direct taxes only for a specified time and only if 
the defense, security, and general welfare of the country should 
require such a levy. 


17 Sources: Direccién General de Estadistica de la Nacién, Los Impuestos 
y otros Recursos Fiscales de la Nacién y las Provincias, Informe No. 17, Se- 
ries F, No. 4, 1926, and Ministerio de Hacienda de la Nacién, Memorias, 1940, 
1945. Included in the federal consumption taxes are the tariff revenues, the 
federal share of the excise taxes, the sales taxes, the industrial license 
taxes (patentes), the gasoline and petroleum taxes, the supertax on wine 
and the tax on yerba mate. This is the same classification as that adopted 
by Carlos M. Giuliani-Fonrouge, Estudios del Centro de Investigacién 
Permanente de Derecho Financiero, Volumes V-VI. Universidad de Buenos 
Aires, 1939, pp. 635-636. 

18 For the applicability of this conclusion to Argentina, cf. Eugenio J. 


Folcini, Investigaciones de Seminario, Universidad de Buenos Aires, 1923, 
Tomo III, p. 228. 








64 INTER-AMERICAN ECONOMIC AFFAIRS 











sionally by the owner. 







to individuals had the tax deducted at the source. 























as was interest paid to deposit and discount banks. 
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ever possible, and capital gains were exempt. 







Under the terms of the decree, income was divided into four 
categories upon which normal taxes were levied, while a progres- 
sive surtax was imposed on the global income over 25,000 pesos 
per annum.!’ First category income was that derived from land, 
differentiated according to rural and urban property. The in- 
come from rural land was assessed at the rate of 6 per cent if 
the owner did not personally operate the property, and 4 per 
cent if the owner worked the land himself and its valuation ex- 
ceeded 25,000 pesos. Less valuable property was exempt from 
taxation. For urban land income, the tax was 6 per cent if the 
property was leased, and 5 per cent if occupied or used profes- 


In the second category, a normal tax of 6 per cent was im- 
posed upon the income of all intangible property. Interest pay- 
ments on bonds, mortgage loans, and all forms of other loans 


Interest on 


government and National Mortgage Bank bonds was exempt, 


The net income of commercial and industrial establish- 
ments—the third category—was taxed at a rate of 5 per cent. 
To circumvent the almost complete absence of accounts, a pre- 
sumption was established that if the volume of sales was below 
50,000 pesos, net income was assumed to be 8 per cent of annual 
sales and was taxable as if it were earned income in the next 
category. The earned income of the fourth category, as speci- 
fically defined, was subject to a progressive tax ranging from 
0.5 per cent for monthly incomes of 175 pesos to 4 per cent for 
those above 2,000 pesos, and was deductible at the source when- 


With the readoption of Constitutional government, the income 
tax was sanctioned by Congress in April 1932. The emergency 
character of the tax was retained in the reform of December 
30, 1932 when Law 11,682 made its definitions of the deductions 
from gross profits more precise and provided for the unity of 


19 The rates ranged from 0.5 per cent in the 25,000-30,000 bracket to 7 
per cent on incomes over 250,000 pesos. Collection was at the source where- 
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taxable income by integrating the different categories. For- 
merly, losses sustained by a taxpayer in one category could not 
be deducted from another. Rates of 5 per cent for the first three 
categories and 3 per cent for the fourth were adopted.*° More- 
over, surtax rates became applicable to incomes above 10,000 
pesos in place of the former 25,000 peso exemption. 

During 1941 and 1942, the Castillo government attempted 
to put through a series of tax measures including a reform of 
the income tax.*' The political deadlock at that time prevented 
any action on the program, but when the Revolutionary govern- 
ment came to power on June 4, 1943, practically all of these 
reforms were carried through with slight modifications. By 
decree of December 31, 1943, the imposition of the income tax 
was prolonged for ten years. The basic rate was established 
at 3 per cent for all categories of income, and the surtax, which 
formerly was applied to net taxable incomes 10,000 pesos and 
over was changed to cover taxable incomes above 5,000 pesos. 
The schedule of rates, which had reached a maximum of 7 per 
cent for incomes above 250,000 pesos, was raised to 22 per cent 
on all incomes in excess of one million pesos. 

On the other hand, income exempt from taxes was raised to 
4,800 pesos for merchants, industrialists, and farmers. Pre- 
viously, this higher level of exemption for the normal taxes had 
applied only to those who derived incomes solely from direct 
personal work, while now only those with incomes from capital 
investments would receive the lower exemption of 2,400 pesos. 
Furthermore, those deriving income from personal work would 
enjoy a further increase of the non-taxable limit of 20 per cent 
on the first 6,000 pesos of annual income and 10 per cent on the 
following 6,000 pesos, so that they might enjoy a total exemption 
of 6,600 pesos. There were additional exemptions of 1,500 
pesos for a wife, and 600 pesos for each child or other de- 
pendent.” 


20 Modifications contained in the subsequent Laws 11,757, 12,147, 12,314 
and 12,345 did not appreciably change the character of the tax. 

21 Camara de Diputados, Diario de Sesiones, 1942, p. 3811. Cf. also 
Consideraciones sobre los Proyectos Financieros e Impositivos a Estudio 
del Honorable Congreso de la Nacién, Buenos Aires, 1942. 






















































































66 INTER-AMERICAN ECONOMIC AFFAIRS 


For several years the Income Tax Bureau had been plagued 
by the loop-hole in the surtax enjoyed by those who derived their 
incomes from bearer bonds and corporation dividends. Of the 
more than one-half billion pesos paid annually in dividends, 
only 100 millions were customarily declared in individual re- 
turns. By Decree 18,229 of December 31, 1943, the withholding 
rate was raised from 5 to 25 per cent for all dividends and in- 
terest on bearer bonds paid within the country and 10 per cent 
for all foreign payments. Credit was granted for the difference 
between the actual amount withheld and the surtax rate which 
applied to their total income to all taxpayers who declared their 
earnings from such securities. For foreign-held securities, the 
moderate rate of 10 per cent was considered definitive, since it 
was not possible to determine the total income of the recipients. 


By three new decrees, numbers 14,338, 14,341, and 14,342 
of May 20, 1946, the Revolutionary government further modified 
the income tax. It raised the basic normal tax rate from 3 to 5 
per cent for all categories and thereby removed most of the 
savings to the lower income groups for which the Perén-domi- 
nated government had previously claimed credit. It partially 
removed the weakness of a schedular income tax by applying a 
levy of 20 per cent on all profits not subject to the regular income 
tax, such as irregular capital gains and lottery winnings.** 

The principal change, however, was the introduction of the 
corporation income tax. The government had found that divi- 
dend recipients were evading the surtax by dividing the shares 
among several persons, by establishing their domicile abroad, 
or by bringing pressure to bear upon the corporations not to 
distribute their profits. As a result, a tax of 15 per cent was im- 
posed upon the total taxable income of corporations. Stock- 


*2 Ministerio de Hacienda de la Nacién, Memoria, 1948, p. 175. The 
reform also provided that proprietors or tenants of rural properties need 
not present sworn declarations or pay taxes when the land had an assessed 
valuation of less than 30,000 pesos or rents that did not exceed 3,000 pesos 
per year. 

23 La Prensa, May 23, 1946, p. 8. Cf. also Ministerio de Hacienda de la 
Nacion, Boletin, Numero 10, June 1, 1946, pp. 811, 854, and 899. An exemp- 
tion of 4,000 pesos was allowed on this type of earnings. 
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holders may deduct the dividends from their total income, but 
will receive no refunds if the effective rate on that portion of 
their income would have been less than 15 per cent. The Argen- 
tine authorities admitted the system was not perfect, but main- 
tained that it was better than the double taxation of the Ameri- 
can and European systems. 


The new decrees are discriminatory in that they penalize 
foreign corporations operating in Argentina, foreigners who 
have investments in Argentina, and Argentines who habitually 
reside abroad. Foreign corporations in Argentina must pay a 
30 per cent surcharge on the new 15 per cent corporation income 
tax on all income derived from agricultural enterprise. A for- 
eign corporation is defined as one which is chartered or has its 
main office outside the country; or whose directors or technical 
administrators are outside the country; or which pays 50 per 
cent of its dividends abroad. A similar surcharge is imposed 
upon the taxes of individuals living abroad who derive their 
income from agriculture or from rents, pensions, or annuities. 
Furthermore, the withholding tax on dividends and bearer bonds 
was raised from 10 to 20 per cent for all payments made outside 
the country.*! 


The first deliberate attempt to use tax devices to promote 
the government’s industrialization drive was introduced by de- 
cree 15,921 of June 1, 1946.-°_—‘XIf an industrial establishment 
invests an amount equal to at least 30 per cent of its net income 
in plant, equipment, or other assets tending to increase its pro- 
ductive capacity, it may make deductions from its taxable income 
varying from 10 per cent on investments equal to 30 per cent of 
its net taxable income to 80 per cent on those ranging between 
90 and 100 per cent of such income.““ In other words, the gov- 
ernment is underwriting any possible loss on such investments 
by an amount equal to the tax on the income which may be 
deducted. By exempting a certain portion of reinvested earn- 


“4 Ibid., Numero 10, June 1, 1946, pp. 865-866, 873 
“5 Ibid., Numero 13, June 22, 1946, p. 1048. 


*6 Real estate investments do not come within the scope of the favorable 
treatment. 
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ings from taxation, the plan not only aids the industrialist by 
underwriting losses, but also by taking him out of the higher 
surtax brackets. Its ultimate effect upon investment is likely 
to be slight, however, for any saving will probably be small in 
comparison with the prospect of gains or losses arising from in- 
dustrial fluctuations. 

While the relative proportion of consumption taxes has dras- 
tically declined from the high level of 70.9 per cent in 1940, in 
absolute terms there has been no change in their total revenue 
yields despite the significant fall in customs duties. Until 1930, 
import levies had been the principal basis of Argentine federal 
finance, and while incidentally some protection had been granted, 
fiscal considerations were necessarily predominant. 


PROPORTION OF CUSTOMS DUTIES TO GROSS FEDERAL REVENUE ~* 


Year Percentage Year Percentage 
1910 53.6 1930 42.8 
1915 36.8 1935 31.2 
1920 30.9 1940 22.4 
1925 45.6 1945 7.5 


It must be stressed, however, that there has actually been 
an increase in the rates, and if Argentine foreign trade returns 
to its former level, the yield of the tariff will continue as an 
important source of revenue. Decree Number 6395, of May 1, 
1946, imposed an additional duty surtax of 2 per cent on the 
fixed official customs valuation of imports.** This new levy in- 
creased the surtax applying to most imported merchandise to 
19 per cent of the fixed valuations in addition to the prescribed 
basic rates which range up to 50 per cent of the valuation. 

The official fixed valuations bear little relation to the actual 
market prices of the goods imported, especially during periods 
of rapidly changing prices. “Tariff” values date from the cus- 
toms law of 1905 and have never undergone a thoroughgoing 


27 Ministerio de Hacienda de la Nacién, Memorias, 1910-1945. Volume I. 


28 The revenue derived from this new import surtax is earmarked to 
finance social welfare programs for the Argentine merchant marine and 
the civil aeronautics personnel. Several other federal taxes are also ear- 
marked and are thus subject to the theoretical objections against such a 
practice. 
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reform, although they have been arbitrarily increased at irregu- 
lar intervals. From 1938 to 1944 the relationship between 
“tariff” values and actual values was as follows: *° 


“Tariff” Values Market Values 
(millions of pesos) 
1938 1419.4 1460.9 
1939 1248.4 1338.3 
1940 1079.3 1498.8 
1941 854.2 1276.6 
1942 681.9 1274.4 
1943 452.8 942.0 
1944 446.7 1007.2 


Protectionist tendencies have been increasingly noticeable 
since 1930. In February, 1931, various articles on the free list 
were subjected to import duties, and in October of the same 
year, an additional duty of 10 per cent ad valorem on most ar- 
ticles was applied. Not only did the increased rates and valua- 
tions produce 57.6 million pesos, but by their impact upon de- 
mand for imported goods helped to reduce imports so that the 
dangerous disequilibrium in the balance of payments was less 
accentuated. 


Protection became the primary concern of Argentine tariff 
policy on June 6, 1944, when an executive decree authorized the 
Executive branch to increase import duties in order to stimulate 
industrial expansion and to prevent dumping. The measure 
permitted the government to raise customs duties by as much as 
50 per cent of existing rates in order to shield those Argentine 
industries created during the war from excessive competition 


during the post-war period and further to encourage the estab- 
lishment of new industries.*° 


The distribution of federal tax receipts to the provinces and 
to the Municipality of Buenos Aires shown in Table III is a 


“9 Ministerio de Hacienda de la Nacién, Memoria, 1942, p. 192, and Direc- 
cin General de Estadistica y Censos, El Comercio Exterior Argentina en 
1944, Informe Numero 100, 1945, p. 16. 


80 United States Tariff Commission, Economic Controls and Commercial 
Policy in Argentina, Washington, 1945, p. 29. 
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result of the national unification of excise, income, and sales 
tax collections in 1934.*! The Federal Government adopted the 
system of excise tax sharing with the provinces in an effort to 
escape the anarchy in interprovincial commercial relations which 
overlapping provincial and federal tax jurisdictions had pro- 
duced. Law 12,139 of December 24, 1934 provided for tem- 
porary unification of the federal and provincial taxes until 1954. 
Compliance with the unification took the form of a contractual 
agreement whereby each province dictated a ‘“‘law-contract” 
expressing its assent to the federal legislation and abolishing 
all provincial and municipal taxes similar to those included in 
the unification. The sanction against a province for violation 
of the “law-contract” is forfeiture of its share of the taxes. 


The schedule of distribution of the revenues was divided into 
two categories: (a) the distribution to provinces which levied 
consumption taxes only, and (b) the distribution to provinces 
which levied excise taxes upon goods that were sold in other prov- 
inces. In the first category, the “basic” quota for each province 
in 1935 was its average excise tax collection during the five-year 
period 1929-1933 increased by 10 per cent. Furthermore, the 
basic quotas were increased by an annual additional 10 percent 
distributed in proportion to population during the first five years 
of operation. From 1936, the basic quota was reduced each year 
by 10 per cent, and the sum distributed again according to popu- 
lation. At the end of ten years, therefore, the entire distribu- 
tion was in proportion to the criterion of population. Beginning 
in 1940, the aggregate division between the provinces and the 
federal government was in the same proportion as their average 
participation in 1938 and 1939. 

The liquidation of the provincial production taxes whose 
incidence was upon extraprovincial consumption was a more 
difficult task. In 1935, the provinces received the average an- 


31 An analysis of the tax unification is presented in the author’s doctoral 
dissertation, Federal-Provincial Aspects of Argentine Fiscal Policy, Harvard 
University Library, 1946. Cf. also Camara de Diputados, Diario de 
Sesiones, Volume VII, 1934, pp. 170, 179, 197, 199, 231, 340, 445, and 
Ministerio de Hacienda de la Nacion, Leyes Impositivos, Buenos Aires, 
1938, pp. 230-231. 
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nual sum collected on this account from 1939 to 1934. There- 
after, the quotas were to decrease by 5 per cent annually through 
1939, and then by 2 per cent until a reduction of 50 per cent will 
be achieved by 1954. 


The criteria for the distribution of the income and sales 
taxes among the provinces are less satisfactory than those for 
the excise taxes. The population distribution, the provincial 
expenditures in 1934, and the expenditures of the preceding 
year each determine 30 per cent of the weight of the index, 
while the proceeds of the income and sales taxes collected within 
the province determine the remaining 10 per cent. Historical 
revenue figures are even less satisfactory as an index than the 
use of the 1914 census figures (the last census taken), but the 
income tax revenue derived within a province has no relation 
to the income earned there, since the large absentee landholders 
pay their taxes in Buenos Aires. Moreover, the current division 
of the proceeds between the provincial and the federal govern- 
ment is dependent solely upon the decisions of the latter, and 
during the Revolutionary government, the share of the Munici- 
pality of Buenos Aires and the provinces was arbitrarily lowered 
from 17.5 per cent to 11.7 per cent.*” 


III. Fiscal Policy and Inflation 


The budget of a country cannot be considered in isolation 
from the rest of the economy. It is not enough that government 
finance remain neutral in its impact upon the flow of income 
payments. One of the main purposes of budgetary policy should 
be to restrain the inflationary or deflationary pressures that tend 
to promote disequilibrium in the national economy. When an- 
alyzed from this point of view, budgetary practice in Argentina 
has been seriously deficient. 


Throughout the war, with a large surplus of exports over 
imports, income payments were far in excess of the flow of avail- 


%2 Ministerio de Hacienda de la Nacion, Memoria, 1943, Volume I, p. 179. 
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able goods. From 1939 to 1945, the physical volume of goods 
and services produced rose only 15.9 per cent whereas the means 
of payment soared by 176.8 per cent.** The Central Bank, until 
its nationalization, issued Gold and Foreign Exchange Holdings 
Certificates to the banks to sterilize the excess reserves created 
and thereby prevented a serious expansion of loans to the public. 
However, such measures could not, of themselves, reduce the high 


level of deposits which were the result of the favorable balance 
of payments. 


To absorb the surplus means of payment directly, the Central 
Bank attempted to issue Certificates of Participation in National 
Securities to the public. The net sales of these Certificates were 
small, however, since the Bank could not absorb purchasing 
power by selling them to the public at the same time that the 
government was selling bonds to meet its requirements. The 
only result of such a policy would have been to reduce the 
number of potential investors in government bonds and thus 
to force the Treasury to sell securities to the banks. Thereby, 
the means of payment absorbed through sterilization operations 
would have immediately been re-created.*+ Thus, indirectly, the 


government prevented adequate measures to halt the pressures 
causing a rise in prices. 


The direct impact of Government policy upon inflationary 
pressures was much more serious. During the war period, the 
government could have pursued a policy of budgetary surpluses. 
By a well-designed tax program it could have withdrawn the 
excess purchasing power at the points of maximum inflationary 
potential and from the sectors least in need of scarce imports 
and raw materials. Instead, in its official accounts, it pursued a 


policy of deficit financing which was particularly pronounced 
during the late war years. 


33 Banco Central de la Republica Argentina, La Renta Nacional de la 
Republica Argentina, Buenos Aires, 1946, p. 5, and Banco Central de la 
Republica Argentina, Memorias, 1939-1945. 


34 Banco Central de la Republica Argentina, Annual Report, 1944, p. 8. 
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BUDGETARY DEFICITS OF THE ARGENTINE 
FEDERAL GOVERNMENT*® 
(millions of pesos) 


Year Expenditures Budget Receipts Current Deficit 
1935 1014.9 862.4 152.5 
1936 1052.2 874.3 177.9 
1937 1222.9 993.0 229.9 
1938 1276.8 980.5 296.3 
1939 1460.6 1015.2 445.4 
1940 1316.6 963.8 352.8 
1941 1367.1 910.4 456.7 
1942 1526.1 1001.7 524.4 
1943 1761.3 1024.5 736.8 
1944 2411.7 1404.6 1007.1 
1945 2759.3 1491.2 1268.1 
1946 3227.5 1769.2 1458.3 
1947 3444.4 2654.0 790.42 


«Not including extraordinary military expenditures, which amounted to 
581.4 million pesos in 1946. 


To determine the total inflationary impact of the govern- 
ment’s spending policy, it is necessary to deduct from the cur- 
rent deficit the surplus revenues of the extrabudgetary accounts 
plus the net absorption of government securities by the public. 
Unfortunately, such data are complete only from 1943, but since 
the major expansion in government activities came within this 
period, its analysis will be significant. 


INFLATIONARY IMPACT OF THE GOVERNMENT SPENDING®*® 
(millions of pesos) 


Net 
Less: Less: Addition by 
Current Surplus - Bonds Government 
Budgetary of Autonomous Sold to Total to Flow of 
Year Deficit Agencies the Public@ Deductions Payments 
1943 736.8 318.8 547.0 865.8 -129.0 
1944 1007.1 593.0 235.0 828.0 179.1 
1945 1268.1 525.8 202.0 727.8 540.3 
1946 1458.3 923.0 200.0 (est.) 1123.0 335.3 


«Assuming the public also bought all the bonds issued by the provinces, 
municipalities, and the mortgage banks. 


35 Ministerio de Hacienda de la Nacioén, Memorias, 1935-1945, Volume I. 

36 Ministerio de Hacienda de la Nacioén, Memorias, 1943-1945, Volume I, 
Banco Central de la Republica Argentina, Annual Report, 1945, pp. 40, 41, 
and Ministerio de Hacienda de la Nacion, Boletin, Numero 28, October 5, 
1946, pp. 1986-2003. 





74 INTER-AMERICAN ECONOMIC AFFAIRS 


It is obvious that government spending did not reach dan- 
gerously inflationary proportions until 1945, although there had 
been previous deficits in the current budget. It might be argued 
that if bonds had not been sold to the public by the government, 
the funds so derived might have remained in idle balances. 
This, however, is not true, for the Argentine Securities Com- 
mission was in this period rigidly limiting private security issues 
in order that government bonds might find a market as much 
outside the banks as possible. If such securities had not been 
issued, their place would have been taken by private issues and 
the inflationary pressures would therefore have been no dif- 
ferent. 


IV. The Level of Real Income 


In any economy, as long as full employment is assured, either 
by unlimited investment opportunities or by government fiat, 
there is a tendency for the total volume of private capital forma- 
tion to be determined by the volume of savings diminished by 
the surplus in the balance of payments and the deficit in the 
total government accounts. In Argentina, therefore, the total 
volume of such investment in the next few years will be deter- 
mined largely by government policy, either directly through 
the impact of its tax policy upon savings and through the size 
of its government deficit or indirectly through its exchange con- 
trol and state trading policies. 


A rise in total output in a country such as Argentina can 
come in two principal ways: either through an increase in the 
total capital available for productive purposes or through im- 
proved utilization of existing land, labor, and equipment. In its 
present stage of industrial development, Argentina can increase 
its national income most rapidly by increasing the production 
and import of durable producers goods and by avplying the 
techniques and processes that are being used in the highly in- 
dustrialized nations. Such an increase in the rate of capital 
formation requires an equal increase in the volume of savings 
available for capital outlay. In Argentina, however, the govern- 
ment, instead of acquiring productive goods which would pro- 
duce a permanent rise in its income, has diverted its savings to 
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the purchase of armaments. If it continues to absorb for itself 
in sterile enterprises the productive powers of the nation, the 
national income may actually be depressed in the future. 


Even the recent repatriation of foreign investments may not 
prove to be advantageous to the economy in the long run. The 
railroads and public utilities for which the government has 
spent large segments of its foreign exchange resources earned 
only a low annual return on the capital invested, and, therefore, 
the dividend payments did not cause a severe drain on Argen- 
tina’s foreign exchange. Argentina is not in any real sense a 
mature country. Foreign capital still can be used profitably for 
the development of the “capital intensive” industries which re- 
quire large imports of equipment and materials. On the other 
hand, its present and future foreign exchange assets might be 
reserved for the less “capital intensive” industries whose annual 
savings of foreign exchange would be high in relation to the 
capital required. Such an industrialization program would seem 
to offer greater opportunity for expanding national income than 
the policy currently being applied. 


Such development could take place in the poorer areas of the 
country and in those agricultural sectors which have had their 
relative income reduced by the industrialization program of the 
government. The concentration of public and private expendi- 
tures on the development of industry in the vicinity of Buenos 
Aires has given that region a disproportionate share of the 
wealth and income of the country. To correct such grave mal- 
adjustments, there exist several expedients for the Argentine 
nation. It might further diversify its production, stimulate 
industry in the interior provinces, and reorganize its land tenure. 


Yet the need to diversify the economy is leading to a concen- 
tration of many economic and political controls in the hands of 
the central government. Federal control has grown through the 
expansion of administrative functions (education, public works, 
social welfare, and centralized tax collections) and of economic 
controls (regulatory commissions, state trading monopolies, 
banking and capital controls, and foreign exchange regulation). 
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The growth in the powers of the central government in 
Argentina is part both of a return to the tradition of public 
administration in Spanish countries and of the present world 
trend in economic planning. If these controls were used with 
skill and vision, they could greatly aid Argentina in achieving 
the high and stable national income which the abundance of its 
resources and the admirable qualities of its people can make 
possible. However, the Péron government has given little evi- 
dence that it can integrate the economic policy of the country 
and at the same time satisfy the basic need for administrative 
flexibility and personal freedom.*’? Its policies are driving the 
country into economic and political isolation, and unless the 
course can be reversed, this tendency will have serious reper- 
cussions upon the future prosperity of the Republic. 


37 Cf. the article by Dr. Carlos Coll Benegas, former chief of the Depart- 
ment of Economic Research of the Central Bank of Argentina, “Co-operation 
or Self-Sufficiency,” The Review of the River Plate, January 3, 1947, pp 12, 
14, 16, 20, and 22. 
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Chapultepec, 1945 marks a significant date in the develop- 
ment of the Inter-American system. For the first time a Pan 
American conference laid particular stress on social and eco- 
nomic problems and the kind of collaboration required if these 
were to be solved. Included in the agenda of this meeting of 
the foreign ministers of the American republics was “considera- 
tion of methods to develop such [economic] cooperation for the 
improvement of economic and social conditions of the people 
of the Americas with a view to raising their standard of living.” 
The outcome of this emphasis was an Economic Charter for the 
Americas, which defined as a fundamental economic aspiration 
“the right to live decently,” thus adding a new human right to 
the documentary expression of mankind’s claims on society. 
Most impassioned of the speeches that came out of Latin America 
were those of Sr. Ezequiel Padilla, the Mexican Foreign Minister 
and promoter of what came to be known as “the Padilla doc- 
trine.” In these emotionally charged words he suggested the 
extremity of need in the Latin American world and the nature 
of the economic changes required to overcome it: 


epart- *Mrs. Marsh is associate professor of sociology at Smith College. She is 

ration the author of The Bankers in Bolivia. This article is part of a study of the 

pp 12, single-crop in Latin American economy, made possible by a grant-in-aid 
from the Rockefeller Foundation. 
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“The Western Hemisphere constitutes more than thirty 
million square kilometers of frustrated lives. . . . In the 
Americas we must put an end to the Dantesque spectacle 
of man without hope, eaten away by tuberculosis, malaria, 
malnutrition and silicosis. ... 


“Let us become industrialized by building an American 
world of consumers and high standards of living, by break- 
ing the shackles of our agricultural communities, which, in- 
capable of creating large capital for industrialization, have 
continued producing only raw materials in the old colonial 
pattern, exploited by the highly industrialized countries.” 


In speaking of frustration, Sr. Padilla was not using the 
language of psychiatry. He referred to sheer elemental want 
in terms of food, clothing and shelter, to life lived at the merest 
subsistence level and under conditions which make a mockery 
of the fundamental goal of democracy, the dignity of the indi- 
vidual. 


That the level of living in vast areas of the Western Hemi- 
sphere is sub-standard is widely recognized. Although few 
scientific attempts have been made to measure accurately for 
the Latin American nations the goods and services that are the 
component elements of the level of living, such materials as are 
available, reinforced by superficial observation, support the 
generally accepted contrast between the North American and 
the Latin American planes of living. Sociological studies of 
our rural South, as well as the realistic fiction of Caldwell, 
Steinbeck and others, make impossible any smug assumptions 
that the American standard of living is universal in the United 
States. The mere statement of the criterion established by the 
Temporary Social Commission of the United Nations Economic 
and Social Council: 

“The standard to be attained is the well-being of all 
members of the community so as to enable each one to de- 
velop his personality, in accordance with the needs of the 
community, and at the same time to enjoy, from youth to 
old age, as full a life as may be possible.” 

suggests how far short of realization an adequate standard of 
living is, even in this country. 
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But the minima of “decent living,” though not universally 
enjoyed in North America, are widespread, whereas in the 
Latin American world they are confined to a relatively small 
portion of the population. Even while admitting the pitfalls of 
generalization about so diverse an area as Latin America, a low 
level of living in the republics to the south of us can safely be 
assumed. At the Third Inter-American Agricultural Confer- 
ence in Caracas this common assumption was expressed thus: 

“Among many of the 133,000,000 citizens of Latin 
America, low levels of living prevail, breaking down their 
defense against disease and weakening their power to pro- 
duce. Primitive patterns of growing, storing, shipping and 
selling foodstuffs maintain life on a bare subsistence level 
for millions. They produce little to exchange in the markets 
of the world, and share little in the comforts the world has 
to offer.’”! 

To anyone acquainted with the Latin American scene the state- 
ment does not seem overdrawn. 


II 


What are the factors, then, that account for this widespread 
phenomenon of underprivilege and for the denial to so many 
millions of the barest elements of satisfactory living? Since 
every society is the resultant of a complex set of forces, the 
factors contributing to any phase of its development must ob- 
viously be numerous and those stressed will depend upon the 
intellectual orientation, if not prejudices, of the analyst. One 
student of Latin America will emphasize innate racial quality 
as accounting for the relatively undeveloped character of the 
southern republics; geography will feature heavily in still an- 
other analysis; a third will point to the culture heritage, which 
has left the Latin American republics with an essentially feudal 
class structure and with undemocratic values still in the ascend- 
ant, both politically and socially; while a fourth attempt at 
explanation will let the basic economy be the major determinant 
of the level of living, and may suggest economic colonialism, 
or the theory of Latin America’s mercantilist relation to the 


1 Monthly Report, Food Supply Division, Institute of Inter-American 
Affairs, September 15, 1945. 
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world economy, as offering the most fundamental explanation. 
It was such an orientation that led to the hypothesis, here dis- 
cussed, that monoculture, considered as an aspect of colonial 
economy, has a direct casual bearing on the low level of living 
in Latin America. 

Before testing any hypothesis a definition of terms is essen- 
tial. Semantics today prescribes for the layman that precise 
understanding of the meaning of words which has ever been 
one of the rules of science. Particularly is this true where terms 
have come to have emotional value and, as “omnibus” words, 
connotations far beyond their original meanings. Such words 
as “economic colonialism,” “dollar diplomacy” and “Yankee im- 
perialism” are in this category. Politicians throughout Latin 
America use them constantly to evoke resentment or other re- 
sistance reactions in their countrymen. They are also widely 
employed by economists, both Latin and North American, who 
cannot be accused of grinding political axes. In either case, 
however, the connotation is usually invidious. At the outset, 
therefore, the following analysis of what is here implied by the 
terms “colonial economy” and “monoculture” may be useful.? 


Colonial Economy 


Whether it be politically independent or not, an area may 
be considered to have economic colonial status when its 


economy is subject in large measure to external dominatior 
and control. 


Such an area is primarily a producer and exporter of 
raw materials and foodstuffs and an importer of manufac- 
tured goods. The predominant role of exports in the econ- 
omy creates an extreme dependence on a fluctuating world 
market, with unstabilizing effects on exchange and cur- 
rency, while the reliance of an area of primary production 
on high-priced imported consumer goods becomes a factor 
in the depressed level of living. 


2 For a comprehensive discussion of colonial status and colonialism see 
Raymond Kennedy’s chapter, “Colonial Crisis and the Future,” in Ralph 
Linton, The Science of Man in the World Crisis (New York, 1945). It is 
interesting to note how closely his analysis fits most Latin American econo- 
mies. George Wythe, however, cautions against applying the word “colon- 
ial” indiscriminately to the countries of Latin America. See his Industry 
in Latin America (New York, 1945), p. 4. 
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Its industries are principally extractive. In most areas 
of colonial economy the extractive industries are in the 
hands of absentee capitalists and foreign entrepreneurs, who 
develop the resources of the area with a view to exporting 
both the output and the profits, thus tapping its wealth, 
leaving as low returns as possible in revenues from royalties 
and other taxes and in wages and other operating expenses. 


Where the economic development is of this alien char- 
acter it is pursued without much consideration for the in- 
ternal economy. This means systems of transportation de- 
signed to facilitate exportation rather than to serve domestic 
needs. It also means very frequently concentration on the 
production of a single commodity and, hence, an undiversi- 
fied economy. The disadvantages of an export economy 
are intensified where it lacks diversification. 


Finally, an area of colonial economy is, on net balance, 
a debtor area. Capital must be imported to develop its 
resources, to promote public utilities and to construct public 
works. Funds may even be borrowed from abroad to meet 
the expenses of government. Unwise borrowing may entail 
losses of sovereignty, temporary or permanent, if the area 
has not already colonial status politically. It may also im- 
pose an excessive burden of debt. Imported capital, more- 


over, is premised on exported profits or interest payments. 
On the other hand, substantial benefits to the borrowing 
area may accrue from these foreign investments, direct or 
portfolio. 


For all these reasons a colonial economy tends to be nar- 
rowly based and badly balanced, unstable and inflexible. It 
is, therefore, particularly vulnerable to changing interna- 
tional conditions. Moreover, its economic development 
tends to be retarded. Its essential characteristic is eco- 
nomic dominance from abroad. This lack of economic in- 
dependence is intensified where international cartelization 
or intergovernmental commodity agreements regulate and 
control the output and price of its principal export or 
exports. 


Whether the conditions thus outlined be good or bad in effect, 
and whether an area that has become dependent economically is 
better off, or worse than under its former state of economic 
freedom, isolated and primitive though that may have been, are 
questions which only careful study of each particular situation 
can answer. As commonly used, the term colonial economy 
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implies that the results are, on the whole, disadvantageous to 
the dependent area. 







Monoculture 


Similarly, the word monoculture, like its Spanish equivalent 
monocultivo, has come to be a cliché with slogan value in Latin 
America, with unquestioned connotations of evil. There is also 
some ambiguity in the use of the word. For the purposes of our 
hypothesis the term is confined to the specialization of an area 
in the production of one dominant export commodity. This is 
not to deny the significance of single-cropping in subsistence 
farming, which, in its soil-depleting and eroding effects, contrib- 
utes considerably to the low level of agricultural productivity 
and, hence, to the malnutrition and general impoverishment of 
the rural population.* In its colonialist implications, however, 
the term refers to the dependence on a single export produced 
and sold according to the dictates of an external and often very 
erratic market. Though restricted in this sense, its meaning is 
extended to include the concentration on the production of a 
single commodity, whether agricultural or mineral, thus apply- 
ing to the tin and petroleum economies of Bolivia and Venezuela 
respectively as much as to the sugar-based economy of Cuba and 
the coffee-centered economy of El] Salvador. Monoproduction 
would, perhaps, be a better term. 






























Critics of a one-crop, or monoproductive system point to some 
or all of the following as among its particular disadvantages: 

To the precarious nature of any export economy, con- 
trolled by the vagaries of the world market, is added the 
element of inflexibility. The problem of cushioning the 
shocks of the business cycle is increased by monoproduction. 
Similarly, adjustments to climatic hazards or to technologi- 
cal innovations which result in a sharp reduction in demand 

are especially difficult in the one-crop economy. 


3 Pompilio Ortega, Director General of Agriculture of Honduras, in 
Honduras Agricola, No. 19 y 20, junio-julio, 1946, describes vividly the 
consequences of single-cropping to a maize-producing locality in the moun- 
tains of central Honduras. This experience may be assumed to repeat 
itself in innumerable cases in many parts of Central and South America. 
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; to An economy based on a single bonanza product is a 
“boom”? economy and, as such, either ephemeral in nature 
or geared to short-term development. 

Where a single crop or industry yields a large share of 
the public income, revenues for education, health and other 


lent social purposes, as well as for servicing the external debt. 
s may be seriously curtailed in times of world emergency or 
atin depression. 
also Undue emphasis on the production of the single export 
our tends to retard, if not prevent diversification, industrializa- 
area tion, and the development of a domestic market. 
is is Exhaustion of the natural resources is likely to be has- 
nce tened by monoculture. Rapid or wasteful exploitation of 
rib- irreplaceable mineral resources leads to their depletion. In- 
ocr tensive cultivation of a single crop without regard to con- 
vity servation practices will mine the soil. The tenancy system 
t of under a plantation economy tends to have this result. 
ver, Uneconomic utilization of the land is often associated 
uced with latifundism, which, in turn, commonly characterizes 
very a single-crop system. Even in land-hungry areas, idle lands 
ig is | may be held out of use for speculative purposes or as re- 
f serves. Absentee landlordism may result in inefficient op- 
= S eration of the latifundia. 
ply- Unemployment, whether cyclical or seasonal, is particu- 
uela larly distressing in a monocultural area because of the lack 
and of alternative occupations. This condition is accentuated 
‘tion where the system of land tenure has created a class of land- 
less agricultural workers. 

Diet deficiencies and malnutrition are increased by the 
some failure of a monoproductive area to produce an adequate 
domestic food supply. 
con- Powerful foreign corporations engaged in monoproduc- 
the tive enterprises may dominate the political scene and may 

the exert pressures subversive of the public interest or welfare. 
tion. Acculturative problems arise where the transition is 
logi- rapid from a self-contained economy and a relatively inte- 
1and grated culture to an economy geared to the world market 
and to new and disturbing values and institutional prac- 
tices. A high degree of specialization is likely to accelerate 

» te the rate of transition. ; 
ye On the other hand, apologists for the one-crop structuring of 
rm. the productive system point out as justification: (1) the pe- 
epeat culiar adaptability of the area to the production of a particular 


ica. 
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commodity; (2) the increased productivity per acre, especially 
if large scale production under a plantation system and by cor- 
porate enterprise is instituted; (3) the capacity for accelerated 
production in times of emergency—an argument which carries 
particular weight in the case of strategic materials; and (4) the 
greater profits to be derived from intensive and concentrated 
exploitation of a single resource. 

For our hypothesis these arguments are relevant only insofar 
as they affect the level of living. If it can be demonstrated that 
monoculture definitely limits the domestic food supply, causes 
serious unemployment, whether seasonal or cyclical or both, 
and is a factor in rising living costs and a decline in real in- 
come, the hypothesis that it contributes significantly to sub- 
standard living conditions will be strengthened. However, if 
the masses live chiefly by subsistence farming and, therefore, 
to a considerable degree outside the monetary economy, the re- 
lation of monoculture to the level of living will be less clear, since 
the risks of a single-crop system in such a society entail losses 
largely to the well-to-do business groups. Or, to look at the 
problem from another angle, can monoproduction be shown to 
have fostered the dual economy which is characteristic of un- 
developed areas and to have retarded industrial development? 
If so, our hypothesis will be supported since a rise in the standard 
of living follows industrialization. Are the limited appropria- 
tions for education, public health, sanitation, and other social 
services bearing directly on the level of living, conditioned by the 
area’s dependence for revenue on the single export commodity, 
or are they traditional and indicative of a delayed acceptance 
of public responsibility for such services, with budgetary crises 
affecting them but little? Or, again, can the “single-crop” be 
brought to yield a tremendous increase in governmental income 
which, by wise handling and long-range planning, can be di- 
rected towards creating a broader-based and more stable economy 
and, thus, raising the level of living? In such a case monopro- 
duction, as a temporary system, might become the instrument of 
progress rather than a deterrent. On the other hand, if the 
larger income yield per acre profits the rich, as Eric Williams 
has pointed out,‘ monoculture may serve to widen the gulf be- 
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tween the economic classes rather than alter the standard of 
living. Efficient and profitable exploitation of natural resources 
in itself will not lift depressed peoples out of their poverty but, 
contrariwise, if allowed solely to serve narrow interests, may 
maintain the plane of living at a low level. Finally, how will 
the correctives to a monocultural system of production—mixed 
conservation farming, an increase in peasant or family farming, 
the encouragement of subsidiary agriculture, and diversification 
of crops and of industries—contribute to an elevation of the 
standard of living? These are but some of the questions that 
need to be asked for each separate monocultural area if the 
term “‘monoculture” is not to be a skewed word, suggesting con- 
sequences which may be contrary to fact. 

Such questions have, of course, been raised for a number of 
monoproductive areas in the Western Hemisphere, notably, the 
sugar islands of the Caribbean, certain South American coun- 
tries, the coffee republics of Central America, and the cotton 
South of the United States. With a few exceptions, however, 
the problems of monoculture have been considered only indirectly 
and the results inferred rather than directly explored. The 
materials available provide insight, nevertheless, into the eco- 
nomic and social conditions that distinguish an undiversified 
economy. The common denominator of the case against mono- 
production, as presented in most of them, is the limitation it im- 


*Eric Williams, The Negro in the Caribbean (Washington, 1942), pp. 
26-31. 

5° A third study, an analysis of the significance to Honduras of the pre- 
dominance of bananas in its export trade, has been begun but is in too in- 
complete a stage to be included here. Our cotton South and the British 
West Indies, in a sense, present control situations, since they are non-Latin 
culture areas. They have a common background of negro slavery and 
experience with plantation economy. They differ, of course, in the degree 
of their colonialism. It should be noted in passing that application of the 
term “colonial economy” to the South as well as to the Far West, is fre- 
quent, as the writings of Vance, Mezerik and de Voto testify. Whether 
the term is acceptable in this connection again will depend upon the orien- 
tation of the reader. The South’s one-crop economy has been repeatedly 
discussed. An excellent statement of the problems of the single export 
economy in West Indian islands will be found in the concluding chapter of 
Agriculture in the West Indies (London, 1942, Colonial No. 182). 
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poses on the food supply and the unemployment associated with 
single-cropping. The need for data drawn from specific investi- 
gation of its effects led to a study of its relation to the total 
economy of two monoproductive countries, Venezuela and El 
Salvador.» Something of a balance sheet for petroleum and 
coffee respectively has been attempted, and tentative conclusions 
drawn as to their relation to the level of living in these particu- 
lar instances. 


Iil 


The predominant role of a single export in the national 
economy may be seen at a glance in both Venezuela and El Sal- 
vador. In recent years about 90 per cent of the former’s exports 
by value have consisted of petroleum ;° this one resource, more- 
over, provides approximately 92 per cent of the country’s foreign 
exchange, and is the source of roughly one-half of the national 
budget.’ The United States Department of Commerce has re- 
cently described Venezuela’s petroleum economy thus: 


“Petroleum is the mainstay of the country’s economy, 
although a larger number of people are employed in agri- 
culture and cattle raising. In the field of international 
trade the position of petroleum is preponderant, as it gen- 


6 According to the United States Tariff Commission, adjustments for 
the arbitrary valuation of Venezuelan exports would bring the figure 
nearer 75 per cent. The Commission maintains, moreover, that, “Such 
financial returns to the foreign petroleum companies as are included in 
the sales value of petroleum exports do not represent foreign purchasing 
power available to Venezuela in foreign markets. Thus, petroleum exports 
do not provide foreign exchange in amounts commensurate with the values 
reported in the trade returns.” Foreign Trade of Latin America, Pt. II, 
Vol. I, 1942, pp. 276-282. 

7 Memoria del Ministerio de Fomento, enero-noviembre, 1946, p. 1. The 
income from taxes levied directly on the petroleum industry (exploration, 
initial production, surface and exploitation taxes), plus royalties, consti- 
tuted 31 per cent of the last national budget. To this must be added the 
greater part of the income tax, which is 12% per cent of the budget, since 
this falls most heavily on the petroleum companies, as well as a good share 
of the revenue derived from ordinary import duties. One official state- 
ment recently indicated that, of the total government revenues in 1945, 39 
per cent came from petroleum revenues, 21 per cent from import duties 
and 7 per cent from the income tax. 
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erally accounts for 90 per cent of exports by value. Royal- 
ties from the production of petroleum, which is in the hands 
of British, Dutch, and United States companies, not only 
provide the Government with an irreplaceable income for 
financing social and public works projects, but also with 
most of the exchange which permits Venezuela to finance 
its imports. Moreover, income from petroleum is indirectly 
used to subsidize the agricultural and industrial development 
of the country. The United States of Venezuela is virtually 
free of debt, either internal or external, and the Central 
Bank has gold and exchange reserves more than equivalent 
to the amount of paper money in circulation—conditions 
attributable directly to petroleum production and exporta- 
tion.’’§ 

If petroleum be pontiff in Venezuela, in the tiny Pacific coast 
country of El Salvador coffee is king. In normal years it ac- 
counts for 85 per cent of the country’s exports in terms of value; 
this means that coffee is the principal source of foreign exchange 
and has become a controlling factor in the monetary situation. 
The state of the budget is conditioned largely by the market for 
coffee since customs revenues provide over one-half of the total 
national revenue. Coffee represents about one-third of the agri- 
cultural production, and almost 30 per cent of the total national 
production, agricultural, industrial and mineral, each year. 
About one-quarter of the land under cultivation is devoted to 
this single commercial crop, which occupies 89.5 per cent of the 
total commercial crop acreage.” Four months of the year most 
of the rural working class literally “lives” by coffee. Whole 
families migrate to the coffee-growing departments and earn the 
cash income required to supplement their poor subsistence farm- 
ing, while the permanent labor supply on the coffee fincas de- 
pends for its livelihood the year round on the “green gold” from 


8 International Reference Service (U. S. Department of Commerce), Vol. 
3, No. 42, October, 1946. 

* An unpublished State Department report, Agricultural Programs and 
Policies of El Salvador, by Graham S. Quate, U. S. Agricultural Attaché, 
dated April 15, 1946, indicates that only about 12 per cent of the surface 
area (approximately one million acres) is under cultivation, not including 
lands used for pasture. Cleared lands about equal to the area in cultiva- 
tion are maintained as pastures. This report is available to those who 
wish to consult it. 
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Salvador’s 140 million coffee trees. No wonder the United States 
Tariff Commission comments: 

“With the exception of Venezuela, where petroleum 
dominates, no other country of Latin America is so depen- 
dent upon the export of a single product. Shifts in the prices 
of, or markets for, coffee are immediately reflected in both 
the foreign and the domestic trade of El Salvador. Exports 
of coffee determine in great measure the value of Salvador’s 
imports since there are few other sources of foreign ex- 
change. Moreover, a large part of government revenue is 
derived from customs duties, both import and export, so 
that the country’s fiscal structure also rests in large part 
upon coffee. In periods of low prices, the Salvadorean 
Government has endeavored to assist the growers by sus- 
pending a portion of the export duty on coffee. Efforts 
have also been made to diversify agriculture in order to 
reduce the dependence on one-crop.’’!® 


Thus, the second petroleum-exporting country of the world 
and the third coffee-exporting nation of Latin America may 
reasonably be singled out for an inquiry into the social effects 
of monoculture. The two countries are similar in producing a 
commodity for which price and demand, externally controlled 
in each case, have fluctuated widely, although petroleum has 
been the more stable of the two.'! Racially, both are mestizo 
to a very high degree, with the Indian or negro elements in a 
distinct minority and with a relatively small white group, largely 
of Spanish extraction, dominant. In approximate terms the 


10 United States Tariff Commission, Foreign Trade of Latin America, 
Pt. II, Vol. 2, p. 29. 

11 During the whole period, 1929-1938, the percentage change in the 
average gold export price of coffee was —80, of petroleum —66. The fol- 
lowing selected list of articles, with their annual price movement, is taken 
from the League of Nations, Review of World Trade, 1938, p. 13, which 
reported on 26 articles. (Geneva, 1939, II. A. 11). 

Percentage Change in Average Gold Export Prices From 1929-1938 
1929- 1932- 1933- 1934- 1935- 1936- 1937- 1929- 


32 3 34 35 36 37 38 38 
Coffee (Brazil) _ —53 —23 —10 —26 +11 418 —36 —80 
Cotton (U. S.) —63 —1 402 +2 404 —5 —17 —71 
Copper (U. S.) —66 —11 —17 +1 +419 +40 —23 —67 
Petrol (U. S.) —47 —24 -—21 —0.7 +8 +10 —9 —66 
Sugar (Czecho-Sl.) —51 —s —18 —20 —1 +413 +8 —64 
Tin (Br. Malaya) —53 435 +7 —6 —9 +20 —24 —47 
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two nations present similarities in level of living and, except for 
the dominant export, in their low level of productivity. A high 
rate of illiteracy, totally inadequate systems of water supply and 
sanitation, and the prevalence of diseases of poverty, unhygienic 
surroundings and ignorance characterize both. Their political 
histories are not strikingly different; their social heritage is, in 
many respects, comparable; and in each is found the class struc- 
ture characteristic of a feudal society, with a very small and 
privileged landed aristocracy and little in the way of a middle 
class.!* 

Certain economic differences between the two republics are 
noteworthy, however. Petroleum, as an industry, calls for little 
man-power. Unemployment in the slack years is, therefore, 
much less widespread in its consequences than in the coffee in- 
dustry which, in the harvest season, demands a large supply of 
hand labor. Neither is petroleum a seasonal industry, whereas 
the coffee harvest is confined to a few months, and secular un- 
employment, as well as the problems of migratory labor, char- 
acterize a coffee country like El Salvador. Population density 
presents another striking point of comparison. Venezuela, with 
an average density of 11 per square mile, is distinctly under- 
populated, while Salvador’s 145 persons per square mile make 
it the second most densely populated of the American republics. 
The former’s labor shortage is acute and chronic, therefore, 
whereas, except when the coffee berry is ready to be picked and 
processed, the Salvadoran in the rural areas finds employment 


12 E] Salvador’s last census, made in 1930, put the mestizo element in the 
population at 92.3 per cent, the Indian at about one-tenth of the total. 
Recent estimates do not indicate any substantial alteration in this distribu- 
tion. In Venezuela the estimated size of the racial groups in relation to 
the total population is: mixed Spanish-Indian, 65 per cent; of unmixed 
European extraction, 20 per cent; Negro, 8 and Indian 7 per cent respec- 
tively. The illiteracy rate in Venezuela is around 50 per cent; in El Sal- 
vador nearer 67 per cent. A vigorous alfabetizacién program is reducing 
the rate in the former country. With increased urbanization in Venezuela 
appear indications of a growing middle class, but the rural areas are still 
two-class areas and the country, in spite of petroleum, is still essentially 
agricultural. A recent United States Department of Commerce report 
states that not over ten to fifteen per cent of the total population can be 
classified as middle class. 
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difficult. An abundant cheap labor supply results. Venezuela’s 
export economy is typically extractive, involving specialization 
in an irreplaceable mineral resource, exploited almost entirely 
with foreign capital and under foreign management and control, 
and exported in its crude form. In El Salvador the single export 
is an agricultural product, cultivated and processed principally 
by nationals, although subject to external market controls. Here 
the coffee industry is primarily in the hands of latifundistas;'* 
whether the extensive oil concessions can justifiably be termed 
latifundia and whether the petroleum industry should be held 
responsible for the growth of latifundism in Venezuela is a 
matter of interpretation. Finally, Venezuela has no external 
debt; hence none of the revenues from its principal export needs 
to be applied to foreign obligations; the proceeds of Salvador’s 
export tax, on the other hand, are destined exclusively for the 
servicing of the public debt and 70 per cent of the customs duties 
have been hypothecated to the largest item in the nation’s indebt- 
edness, the 1922 dollar loan.'* With these elements of the two 
situations in mind it is possible to proceed to a consideration of 
the results of specialization in Venezuela and El Salvador, and 
to weigh its effects on their total economies. 


Venezuela 


The returns to the Venezuelan nation from its half-billion 
dollar petroleum industry are very large. For the year ending 
September, 1946, Treasury receipts alone from petroleum totalled 
over $142 million, but this represents only a part of the in- 
dustry’s contribution to the real income of Venezuela. If gross 
oil revenues are broken down and the amounts paid out in wages, 
profit-sharing, bonuses and other operating expenditures, as well 
as in reinvestment, be added the figure rises considerably.’ 
Venezuela’s balance of payments is complicated by the large role 


'S The coffee census of 1940 showed that 15 per cent of the proprietors 
owned 80 per cent of the coffee land, while 42 per cent possess among them 
only 2.4 per cent. “Notes on Population and Rural Social Organization in 
El Salvador,” by T. Lynn Smith, Rural Sociology, Vol. 10, No. 4, December, 
1945. This census was prepared and published by the semi-public Asso- 
ciacién Cafetalera de El Salvador. Primer Censo Nacional del Café (San 
Salvador, 1940). 
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played by foreign-owned industry but the careful study of this 
difficult problem by Bennion in Harris’ ‘‘Economic Problems of 
Latin America” indicates that, although the net foreign- 
owned industries balance always shows a sizeable debit, the 
amounts remaining in Venezuela annually from petroleum drafts 
and the imports of the oil companies represent very tidy sums. 
Moreover, indirect contributions to the economic life of the 


14 The foreign debt has been in default since 1938, following the sharp 
drop in the price of coffee the year before, which led to a 67 per cent reduc- 
tion in the export tax. The total external debt as of January 1, 1946, in- 
cluding the principal and unpaid interest on the 1922 dollar loan, amounted 
to $14,126,107. To this loan 70 per cent of the customs had been pledged. 
The contract established a fiscal agency, representing the bankers, to super- 
vise their collection; in case of default it provided for the appointment of 
a customs collector nominated by the bankers with the concurrence of the 
Secretary of State of the United States; disputes under the contract were 
to be referred to the Chief Justice of the United States Supreme Court. 
This provision of the contract has never been invoked. At the end of 1946 
external control over the customs collections was terminated with the clos- 
ing of the office of the Fiscal Agency, an act that was hailed by the local 
press as ending an “unwarranted infringement on Salvador’s sovereignty.” 
The loan is discussed in Dana G. Munro, The United States and the Carib- 
bean Area (Boston, 1934). The contract is published in Robert W. Dunn, 
American Foreign Investments (New York, 1926). 

Good economic conditions in 1943 led to a declaration of intention to 
resume service. In 1946 an offer to renew payments on an adjusted basis 
was made. The refunding plan which was published in the Diario Oficial 
for May 2, 1946, remains open for acceptance till 1949. It has been recom- 
mended by the Foreign Bondholders Protective Council as ‘fair and equit- 
able.”’ See the New York Times, June 27, 1946. 

15 An unpublished memorandum of the Venezuelan Government on “Fi- 
nances and Revenue from the Oil Industry,” covering the calendar year 
1944 and the fiscal year 1943-1944, gives a total left in Venezuela, in the 
former period, of Bs. 447,473,532, or Bs. 1.74 on each of the 257,053,746 
barrels produced. A breakdown of this total indicates: 

Paid out in wages, local purchases and other expenditures, Bs. 112,552,- 
689; 
Paid to the Government, exclusive of the Government profit on the sale 
of petroleum dollars at Bs. 3.09, Bs. 335,120,843. 
This was before the recent modification of the income tax, which, of course, 
affects the oil companies principally. 

16 See table, pp. 428-429, indicating the balance of international pay- 

ments, 1935-1942. 
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nation in stimulating the many activities required to maintain 
such a large-scale enterprise are not to be overlooked. 





Now, if the concentration on a single industry can yield so 
great a return and, even temporarily, have such a vitalizing 
effect, it might reasonably be asked, why not concentrate? A 
satisfactory answer calls for a balance sheet for petroleum. In 
what ways has this mammoth industry profited Venezuela? 
What are the items on the assets side of the ledger? Contrari- 
wise, what effects need to be written in red in the sense that 
they have had, or may have, unfortunate consequences for the 
national economy? It is regrettable that such a profit-and-loss 
account cannot be expressed in purely statistical terms. An 
assessment of this nature, moreover, involves interpretation, 
admittedly fallible and unquestionably contentious. Neverthe- 
less, the attempt to work out such a balance sheet may serve to 
point up some of the results of specialization. 


Many of the items on the debit side of the ledger are implicit 
in the nature of a colonial economy. Among these are the insta- 
bility resulting from fluctuations in price and demand, the rapid 
exploitation of an exhaustible resource, the imbalance created 
by the heavy dependence for foreign trade and government 
revenue on the one commodity, and the large payments abroad 
on the capital invested in the industry. Other debit items are 
expressions of the dislocations caused by the sudden introduc- 
tion of a large, highly organized industry like petroleum into 
a relatively simple agricultural society. In this category are a 
certain amount of social disorganization in the neighborhood 
of the oil camps, some waste and pollution occasioned by the 
exploitation of petroleum, the increase in land concentration, 
the inflationary effects of the industry, and petroleum’s share 
in the decline in agriculture. The fact of petroleum dominance 
in the economy is borne out by the inescapable relation of the 
industry to these last, which are major problems in Venezuela 
today, and which will be considered first. 

Both inflation and agriculture’s decline are too complex in 
origin and in character for full consideration here. In the case 
of the former, suffice it to point out that the large petroleum 
drafts required to meet the industry’s payments within the 
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country, combined with the shortage of imports of the war 
period, have created large foreign exchange surpluses and, thus, 
contributed heavily to the increase in the amount of money in 
circulation. A steady rise in price levels has resulted. Hence, 
although the peculiar price structure of Venezuela antedates 
petroleum, related as it is to the tariff and to the fantastically 
high distributors’ profits, the present monetary and price infla- 
tion must in some measure be attributed to the influence of the 
country’s major export. Even though inflation has less effect 
where a considerable portion of the population maintains itself, 
or nearly so, by subsistence farming, one approach may be 
found here to the paradox of poverty in the midst of apparent 
prosperity. In fact, Harris maintains that the adverse effects 
on low-income groups of a rapid inflation is the most important 
aspect of the problem in Latin America. In relation to the 
forced savings resulting from a sharp rise in prices, he says: 
“Where the standard of living is so low as it currently 
is in most Latin American countries it is a serious mistake 
to cut that standard substantially in order to provide capital 
resources which may improve living standards in the far- 
distant future. To state it another way, the sacrifices of 
the present generation to the future must be restricted 
where standards of living are very low, and particularly 
where most of the pressure is put upon the low-income 
groups. In Latin American economies, given the current 
systems of indirect taxation and the rather weak organiza- 
tion of labor, the rate of inflation must be carefully con- 
trolled if the present burden on the masses is not to be 
excessive.” !* 

Possibly the most disputed disadvantage suffered by Vene- 
zuela from its petroleum development is the effect on agricul- 
ture.'* For a nation two-thirds of whose people live by agri- 
culture this is also the most important consequence. Denuncia- 
tions of “oil imperialism,” like that found in Miguel Acosta 


17 Harris, op. cit., p. 24. 

18 That the oil industry should be viewed as a “boon” rather than a 
“deterrent” to the development of agriculture is maintained in Agricultural 
Development in Venezuela: A Special Report by John Camp, Chief of Party, 
Food Supply Division, Institute of Inter-American Affairs (Washington, 
1946). 
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Saignes’ Petréleo en Mexico y Venezuela, stress the intensifica- 
tion of land concentration resulting from the large concessions 
to the oil companies. The increase in latifundia in the G6mez 
period was to some extent due to the oil concessions policy of 
the dictator, and some lands hitherto cultivated were doubtless 
diverted to petroleum exploration and exploitation. The change 
in the “pattern of occupance”!® of the ejidal lands of Cabimas, 
on Lake Maracaibo, is a case in point, and may have forced some 
of the population into the oil industry at the same time that it 
unquestionably converted Cabimas itself from a primitive lake 
village into a derelict slum. The present policy towards conces- 
sions reduces very substantially the acreage kept out of use by 
the oil companies, however, and lessens petroleum’s responsi- 
bility for the evils of latifundismo. It is rather in terms of 
labor shortage, which has been a factor in making commercial 
agriculture increasingly difficult and unprofitable, that petroleum 
has contributed to the decline in agricultural production. Al- 
though the Venezuelan oil industry, even in the present period 
of peak production, employs under 30,000 men, the growing dis- 
satisfaction with farm work must be attributed to the wage 
differential enjoyed by the petroleum workers.*° Work habits, 
always unstable in the tropics, are easily upset in this land where 
the El] Dorado myth dies hard. Furthermore, some of the urban 
migration indicated in the 1941 census returns,”! is indirectly 
attributable to petroleum, the migrants ranging all the way from 
camp followers and those who live parasitically off the highly 
paid oil workers to employees in the business activities, com- 


19 Robert S. Platt, Latin America: Countrysides and United Regions 
(New York & London, 1942), Chap. VI. 

“0 While unskilled workers in the petroleum industry earn from Bs. 10 
to 12 a day, farm labor receives as low as Bs. 2 or 3. 

21 A comparison of the census figures for 1936 and 1941 shows a doubling 
of the urban population: 


1936 1941 
Urban (in places of 2,500 or over) 14.8% 30% 
Semi-urban (in places of 1,000 to 2,500) 6.4% 10% 
Rural 78.7% 59% 


The figures for 1936 are taken from Arturo Uslar Pietri, Sumario de 
Economia Venezolana (Caracas, 1945), p. 34; for 1941 they have been com- 
puted from Anuario Estadistico de Venezuela, 1944, p. 21. 
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mercial, real estate, construction, banking, and the like, which 
the industry has stimulated. Moreover, the rise in the exchange 
rate of the bolivar, which, prior to the existing exchange differ- 
ential, put domestically-owned export industries like coffee and 
cacao at a disadvantage, was in part due to the increase in petrol- 
eum drafts as the oil industry expanded. Finally, satisfaction 
with so prosperous an enterprise as petroleum for long led to a 
neglect of agriculture in Government circles. Happily, a shift 
in emphasis has now set in. 

The detrimental features of Venezuela’s petroleum economy 
which may be traced directly to its colonial nature can be quickly 
summarized. (1) High living costs are in part due to the ex- 
treme reliance on imports, notably foodstuffs, which, in this 
agricultural country account for 15 per cent of the total. The 
diet deficiency of the masses is to some extent due to this fact,”* 
although, except for rice, imported foods are principally luxury 
items. (2) The ephemeral nature of a petroleum economy needs 
no comment; yet, as Lovering has pointed out, although oil is 
one of the most quickly depleted natural resources, “many people 
fail to realize the finite character of an oil pool.’’** Slower exploi- 
tation, though costing the Government something in revenues, 
would conserve some of this essential fuel for the time when 
the country, which now exports all but two per cent of its out- 
put, could utilize it in its own national development. On the 
other hand, future discovery of a substitute power resource, such 
as atomic energy, may greatly reduce the need for petroleum. 
(3) The drop in price, from $1.27 in 1929 to 67 cents per barrel 


“2 Venezuela’s normal annual import of rice, one of the three basic foods 
of the masses, is estimated by the Corporacién Venezolana de Fomento at 
8,000 tons. Also, large imports are required annually of the highly nutri- 
tive peanut and sesame, and of sugar. See Memoria de la Corporacion, 
pp. 51-57 (Caracas, 1946). The diet of the Venezuelan campesino is dis- 
cussed at length in José Maria Bengoa, Medicina Social en el Medio Rural 
Venezolano (Caracas, 1946). Dr. Bengoa estimates the minimum cost of 
providing the average family with a normal diet at Bs. 5.75, and points out 
the impossibility of the conuquero providing an adequate diet for himself 
and his family on a wage of Bs. 2-3 daily, even though he pays no rent and 
can grow his plantains and other fruits on his conuco. 


“3 T. S. Lovering, Minerals in World Affairs (New York, 1944), p. 144. 
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in 1931, points to the hazards of depending so heavily on a single 
export. Although more stable than many world commodities, 
particularly the so-called ‘‘dessert crops,” like coffee and sugar, 
petroleum prices followed a zig-zag course in the 1930’s. War, 
like the business cycle, brought wide variations, too, in the 
market for Venezuelan oil and, thus, in production levels. The 
effects of this fluctuation on employment, trade and government 
revenues are in the statistical record for those who choose to 
read, although the completeness and accuracy of the employ- 
ment data leave much to be desired. (4) Finally, as to the 
“drain” from payments on the foreign capital invested in petrol- 
eum. Creole’s report of dividends of $1.25 a share, amounting 
in 1945 to $44,258,262, suggests the magnitude of the total sum 
exported.2* The figures for 1946, a year of peak production, will 
be even higher. Proponents of nationalization argue the neces- 
sity of keeping these profits within the country. It is true that 
they are derived from the nation’s most valuable resource. 
Equally true is the fact that without substantial exportable divi- 
dends foreign capital would not find the development of that 
resource attractive. Not until domestic capital is abundant 
enough can this item of loss be eliminated. Moreover, the fact 
that it does not represent net loss should be noted, since invest- 
ment funds are being imported constantly to maintain and ex- 
pand the industry. Reinvestment within Venezuela is encour- 
aged by the provision of the recently modified income tax law 
for reduction of the tax on earnings so employed. The other 


“4 Annual Report for 1945. The Creole Petroleum Corporation is the 
Venezuelan subsidiary of the Standard Oil Company of New Jersey and, 
in 1945, produced over fifty per cent (51.5%) of Venezuela’s oil. For the 
first six months of 1946 it paid out a total of $19,954,957 to its stockholders. 
This was reported as representing earnings of about 4 per cent on their 
investment. The 1944 Annual Report of Creole contains a graph showing 
the distribution of income in the ten year period, 1935-44. In addition to 
direct payments to the Government of approximately $40 million, $15,558,709 
was paid to the people of Venezuela in salaries, wages and local purchases. 
These payments, direct and indirect, constituted 38.4 per cent of the income 
for that year. The company reported an additional 34.4 per cent as repre- 
senting “expenditures of substantial benefit to Venezuela.” Of the total, 
27.2 per cent was applied to dividends and United States income taxes. 
Creole’s estimate was made before the recent levies on corporate profits. 
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significant provision of this permanent modification is the levy 
of a maximum surtax of 26 per cent on corporate incomes over 
Bs. 28 million. This law, like the “extraordinary” income tax 
levied on December 31, 1945, further implements the policy 
initiated in 1943, when the present petroleum law was passed, 
of increasing the nation’s share in the exploitation of its major 
resource. The 1943 law, which declared the petroleum industry 
a “public utility,” besides putting the oil concessions on a new 
basis, increased the royalty rate to 16 2/3 per cent, abolished 
the preferential treatment accorded the industry’s imports, and 
required that more of the petroleum produced be refined within 
the country. The increased taxation of corporate incomes in 
1945 and 1946, which affected the oil companies principally, 
added some Bs. 100 million each year to the public income and 
raised the revenues per unit of production from Bs. 3.72 per 
cubic meter in 1938 to Bs. 7.41.%° As a result of these measures, 
exploitation of Venezuela’s petroleum is put on a 50-50 basis.*¢ 

Thus, the huge returns to Venezuela from petroleum, direct 
and indirect, must be given first place on the credit side of our 
balance sheet, first in importance because of the promise they 
hold for the future. This fact was recognized several years ago 
in a now famous Memoria, in which the Minister of Agriculture 
pointed out the urgent need of “sowing the petroleum.” ‘“Sem- 
brar el petroleo” has become a commonplace in Venezuela.*" 
Such large revenues as petroleum yields are, in a very real sense, 


“5 With an estimated return of Bs. 8.06 per cu. meter in 1946. 

“6 The objective of equal sharing, which is very much less revolutionary 
than the policy advocated by President Betancourt in his early writings 
[see his Problemas Venezolanos (Santiago, Chile, 1940), for example], was 
explained thus in a letter, dated February 24, 1947, from the present Min- 
ister of Fomento: 


“Se ha estimado que con esta reforma legal se alcanzard el limite de 
las aspiraciones que generalmente se tenian para una justa participa- 
cidén en lo que producen las explotaciones de hidrocarburos. El Impuesto 
sobre la Renta con su modificacién, el impuesto de explotacién o Royalty 
y todos los demas pagos que realizan las companias, reunidos, repre- 
sentaran para el Gobierno, una participacién que se ha estimado 
equivalente al la participacién neta que recibirdn las companias que 
explotan el petroleo. Es pues, la ansiada participacién de 50-50 para 
la Nacién que es proprietaria de los yacimientos y para las empresas 
que aportan capital, industria y trabajo a la explotacién de esos 
yacimientos.” 
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a trust and impose an obligation on the Government to salt away 
for future generations the proceeds from the nation’s rich but 
diminishing patrimony. To explore for this latent resource, to 
extract it, and, willy-nilly, to share with the nation in its exploi- 
tation so extensively, stands heavily to the credit of the petro- 
leum companies in any profit-and-loss account. 

Other credit items in petroleum’s balance sheet are negligible 
in comparison but should be noted. Distinction must be made 
between advantages to the very limited portion of the popula- 
tion directly employed in the industry and benefits to the wider 
community. To the former have come educational opportunity, 
especially in the field of technical education, and a higher stand- 
ard of living as a result of high wages, improved living condi- 
tions in the oil camps, and the social services provided by the 
companies. The general environment of the oil workers in 
terms of housing, water supply, sanitation and medical services, 
is well above that of comparable social groups in the country at 
large. Such benefit of doctor, nurse, sanitary engineer, teacher 
and even social service worker must be set against the break- 
down of more natural community relationships and controls, 
however. The high venereal disease rate, the parasitic slums 
and the alarming increase in the malarial rate in the vicinity 
of some camps, this last offset somewhat by company measures 
for malaria control, are instances of social disorganization inci- 
dental to the type of community experience that an oil camp 
represents, and prove how complex are the elements in our 
profit-and-loss account. 

Further proof of its complexity is seen in the subsidy to 
commercial agriculture indirectly paid by the petroleum industry 
through the special exchange rate accorded to agricultural ex- 
ports, whereby the petroleum dollar is worth only Bs. 3.09 while 


27 For an admirable statement of this need of applying the petroleum 
revenues to diversification of the economy see Memoria del Banco Central 
de Venezuela, 1945, p. 7. Arturo Uslar Pietri, op. cit., calls this Venezuela’s 
basic economic problem. Alberto Adriani, former Minister of Agriculture 
and the man responsible for the phrase, “sembrar el petroleo,” in his Labor 
Venezolanista (1937), discusses the agricultural development required for 
“continuous and growing prosperity.” 
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coffee and cacao exporters can sell their dollars at a substantial 
premium. A simple and unquestionable asset is the highly 
efficient character of petroleum production in Venezuela, which 
increases the value of the oil deposits and ensures a relatively 
high recovery of oil from the subsoil. The application of the 
latest achievements of production research and technology, such 
as the oil pool analyzer, modern seismic equipment, and the 
under water gravity meter, which has made a complete survey 
of the bottom of Lake Maracaibo possible, raises the potential 
productivity of the Venezuelan reserves to the highest possible 
levels. 

Do the credit items outweigh the debit, or, when all the 
accounting is in, is petroleum in the red? In the face of so many 
statistically unmeasureable and sometimes conflicting items it 
would be rash to attempt any judgment as to the final balance. 
The single item that seems to stand out with most promise for 
the future is the sum that the Government collects from the 
industry each year, though this, too, has a double-edged effect, as 
we have seen.** Here is the seed of Venezuela’s sound and 
balanced development. This was recognized by the governments 
of Lépez Contreras and Medina in their Three Year and Five 
Year Plans, which together called for the expenditure of some 
$221,000,000. It has been central in the program of the present 
regime. The newly organized Corporacién Venezolana de 
Fomento, with its program of industrial and agricultural devel- 
opment, is a step in the direction of planting the seed.2® Projects 


“8 Recognition of its inflationary effects underlies the internal loans for 
public works floated by the Government in 1946, and the attempts to 
“sterilize” part of the foreign exchange surpluses by requiring the petroleum 
companies to borrow from the Banco Central. 

“9 The Corporacién Venezolana de Fomento was established in the spring 
of 1946, with a capital of Bs. 90 million. The special intent of the Govern- 
ment in creating it is to divert a considerable part of the income from 
petroleum developments which will increase the nation’s productivity and 
diversify its economy. The Memoria y Cuenta of the Corporacién for 1946 
indicates how the funds available in 1947 will be budgeted. Almost Bs. 23 
million will be devoted to the cultivation of essential foods. See also 
Boletin del Banco Central de Venezuela, Afio V, No. 20, abril de 1946; and 
an article in El Universal, June 30, 1946, by Dr. Xavier Lope Bello, a former 
vice-president of the Banco Central and a director of the Corporacion. 
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for parcelling out the old Gémez haciendas and rescuing the 
conuquero, Venezuela’s subsistence farmer, from his submarg- 
inal existence by providing him with land, machinery, and credits 
are proposals that become realizable in terms of the revenues 
from petroleum. In such fashion the modernization of agri- 
culture and the establishment of domestic industries with a 
future, which petroleum can never be, can be encouraged. More- 
over, education, especially rural, can be promoted and illiteracy 
campaigns, like the present “alfabetizacién” program, expanded. 
From the proceeds of petroleum, communities can be given 
potable water and sanitation, and thus progress can be made 
towards the reduction of the diseases which take such a toll in 
infant mortality and, through low vitality, keep the population 
down to extremely low levels of productivity and living. Roads, 
too, can be built, and this large country of inaccessible Andean 
villages and isolated river and llanos settlements, be knit to- 
gether into effective market relationships. Swamps can be 
drained and the uncontrollable rains of the wet season be stored 
to irrigate the land in the periods of drought. Waterfalls, some 
of the highest in the world, can be harnessed for hydroelectric 
development. 


Development funds, for which many nations must turn to 
the World Bank, are, thus, at hand. Schemes for joint capital 
development, though popular in Latin America, make little 
appeal to foreign companies of the stature of the Standard Oil 
Company of New Jersey or the Royal Dutch-Shell, but, in effect, 
the utilization of the returns from this dominant enterprise for 
such purposes as these can achieve similar ends. The oil com- 
panies assume all the expenses of exploitation and the risks. 
True, they control the management and pocket half the earnings. 
But the nation benefits by the very substantial revenues which 
it has, in its shrewd relations with the companies, been able to 
secure. With these, if it is wise—and wisdom:prescribes that 
the budget be balanced without the income from petroleum—it 
can lift itself from a position of economic dependence by its own 
bootstraps. Through planned and coordinated spending of the 
petroleum revenues the commodity which now makes of Vene- 
zuela a semi-colonial area can become the instrument of its 
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“decolonization.” The danger is that, without careful planning, 
the seed will be scattered rather than planted wisely, and the 
fat revenues of today dissipated. Whether or not the sums 
derived from petroleum are translated into better living condi- 
tions for the masses depends upon the sagacity and good faith 
of the Venezuelan Government. 


El Salvador 


The vulnerability of a coffee economy became apparent in 
the depression period of the 1930’s and in the first years of the 
Second World War. The former brought about a severe defla- 
tion of prices from the 1921 level. As Wickizer points out,°° 
the decline for coffee was greater than for any other important 
world commodity; by the end of the decade coffee prices had 
dropped to less than half that prevailing in 1929. The War 
closed the European market to Latin American coffee. Fortun- 
ately, the Inter-American Coffee Agreement, an export quota 
measure adopted in November, 1940, served to stabilize the coffee 
market temporarily and to raise the price, although it did little 
to solve the problems of the world coffee economy. 

What do these fluctuations in price and market, and what 
does coffee dominance mean to the less than two million Salva- 
dorans? More particularly, what do “prosperity” years mean 
to the campesino, whose level of living is our chief concern? 
It should be obvious that a bumper crop and a good price for 
coffee result in large profits for the producer, the exporter, and 
the banks which finance the producers, and good business for 
the importers and local merchants. Likewise, these are the 
economic groups in the country most clearly affected by the lean 
years. How far downward are the effects of either prosperity 
or depression diffused? In the absence of reliable income and 
cost of living data these are difficult questions to answer, but 
it is certain that, given the distribution of wealth and income 
in El Salvador, little of the prosperity reaches the large labor- 


30'V. D. Wickizer, The World Coffee Economy, With Special Reference to 
Control Schemes (Stanford University, 1934), p. 22n. The loss of the 
European market was less severe in its effects on El Salvador than on 
some of the other coffee-producing nations of Latin America since it had 
been marketing an increasing proportion of its coffee in the United States. 
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ing class. For the seasonal workers on the cafetales or in the 
beneficios a good coffee year means plenty of employment during 
the harvest months, and, because the shortage of labor at such 
times offers reasonable chance for protest, somewhat higher 
wages and better food rations. Mounting prices in the war 
years, particularly of staple foods, have reduced the purchasing 
power of the colén, however.*! Where the economic margin is 
small, as it is in El Salvador, the difference between years of 
the vacas gordas or flacas assume an exaggerated importance to 
the wage-earner. On the other hand, unemployment does not 
mean actual starvation where the cash-paying job is supple- 
mentary to subsistence farming, while the semi-feudal relation- 
ships on a finca prescribe responsibilities of the patron for his 
permanent “hands” in the lean years. Similarly, insofar as the 
campesinos live outside the money economy, cultivating their 
poor milpas on the steep volcanic slopes, changing prices of even 
the basic triad of foods—corn, beans and rice—have relatively 
little effect. The rise and fall in the volume and price of im- 
ports mean little to the rural masses, also, since the market for 
imported merchandise is limited to the higher income groups. 
Hence, although the country’s economy rests squarely on one 
crop, coffee, what happens to the nation’s trade balance, inter- 
national purchasing power and the exchange value of the cur- 
rency is not so significant for the level of living as might be 
supposed. 

What may have long-range significance for the campesino 
is the relation of coffee to the national budget. The importance 
of the coffee market to government revenues in Salvador has 
already been noted, and fluctuation in total Treasury receipts 
follows, in general, the pattern of fluctuation in the value of coffee 
exports. Budgetary analysis over a period of years indicates 
an increase in the appropriations for education, some 11 per cent 


31 Using 1939 as base, the Banco Central de Reserva de El Salvador gives 
a wholesale price index for 1946 of 245. Its figures show a steadily rising 
curve of prices since 1940. They include certain articles of “first necessity” 
and exclude luxury goods. A few of the forty articles for which quotations 
are given are imported but most of them are domestic. See Memoria del 
Banco, 1946, chart p. 34. The Quate report, op. cit., indicates food prices 
out of all proportion to prevailing wages. 
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of the budget, as government revenues have risen, although the 
correlation is by no means perfect. Support of the Mejoramiento 
Social and the Banco Hipotecario, semi-public corporations de- 
signed to improve the situation of the masses by means of low- 
cost housing, homesteading projects, rural credits and a diversi- 
fication program, has not shown any such consistent advance.” 
Increased government income is making possible improved mar- 
keting facilities and the development of transportation, although 
a nation of 30,000 oxcarts is less dependent on good roads than 
might be imagined. The reappearance in the national budget 
of provision for payments on the public debt, an item that will 
absorb slightly over 1/6 of the budget and which the revised 
export tax on coffee makes possible, is relevant to our problem. 
The desire to recover the nation’s credit reputation abroad, 
combined with an inadequate system of taxation, leads to undue 
emphasis on the commercialized export agriculture from which 
the bulk of the public revenues is derived, to the neglect of the 
production of domestic foodstuffs. In this fashion monoculture 
becomes more firmly fixed on the country. 


In any balance sheet for coffee in El Salvador the item that 
stands most heavily in the debit side is the role of the landed 


32 The following table has been prepared from data supplied by Banco 
Central de Reserva de El Salvador. The budget for 1947 will be found 
in the Revista Mensual del Banco Central de Reserva, enero, 1947. 
Total National Receipts and Appropriations fer Certain Selected 
Purposes, 1935 — 1947 
(thousands of dollars) 


Total Public Mejoramiento Banco Public 

Receipts Instruction Social Hipotecario Debt 
1935 8,867 646 345 404 850 
1936 8,075 642 322 393 850 
1937 9,163 711 388 485 850 
1938 9,003 735 349 416 aes 
1939 8,095 786 434 523 
1940 8,024 876 470 603 
1941 8,516 862 372 346 - 
1942 8,898 890 394 445 
1943 10,266 903 47 457 
1944 11,671 975 384 * 
1945 11,729 1,244 160 * : 
1946 14,927 1,614 260 =, ; 
1947 18,669 2,140 aan * 2,560 


*Figure not available. 
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coffee aristocracy. The concentration of land ownership, a 
recent and growing phenomenon in this little country, provides 
an example of the latifundism that lies more closely than any 
other single factor at the roots of the depressed plane of living 
in the Latin American republics.** Although plantation owner- 
ship is not corporate, as in Puerto Rico and Cuba, with the dis- 
advantage of impersonalized labor relations noted there, and 
although a number of the large coffee producers of El] Salvador 
follow enlightened social policies in the treatment of their 
peones, the system is feudal and paternalistic, with the limita- 
tions on social mobility and an elevation of the standard of liv- 
ing that such a system implies. Furthermore, promotion of the 
agricultural programs adopted by the Government in the past 
ten years to support commodity prices and to allay unrest among 
the rural masses during the slack, inter-harvest months is com- 
plicated by the desire of plantation operators for an assured 
supply of cheap labor during the harvesting season. There is 
a danger that the unusual power concentrated in the Asociacién 
Cafetalera de El Salvador, a subsidized institution representing 
all registered coffee producers,** and the lack of representation 
of the small farmer and farm laboring classes on the organiza- 
tions functioning in the agricultural field may threaten the 
effectiveness of policies directed towards improving the economic 
condition of the campesino whenever such policies and programs 
might be to the disadvantage of the coffee plantation operators. 
Yet without diversification, subsistence homesteading, rural 
credits, cooperative marketing, agricultural research, and tech- 
nical education for the small farmer, productivity cannot be in- 
creased to the point where the campesino and his family will be 
adequately fed, nor can a class of little independent farmers be 


33 The division of the ejidal lands, that synchronized roughly with the 
beginning of coffee culture in El Salvador, started that country on the road 
to becoming a country of small proprietors, and it is so described by Preston 
James, Latin America (New York and Boston, 1942), and others, but the 
coffee census of 1940 showed that a distant trend towards concentration 
had set in. Fifty per cent of the finqueros were found to be absentee 
owners, moreover. 
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created with a purchasing power sufficient to maintain a decent 
standard of living. 

Malnutrition is sv widespread in Latin America that it cannot 
be considered a particular characteristic of a monoproductive 
country. Nevertheless, the planting of corn and rice on milpas 
of dizzying inclination suggests that the most fertile lands here, 
as in Venezuela, are devoted to commercialized agriculture, and 
that subsistence farming is relegated to marginal or submarginal 
lands, with deplorable cost to the nation in soil erosion and to 
the campesino in unproductive, though long and back-breaking 
labor. Although it is the Salvadoran’s boast that “nadie se 
muere de hambre,” grave nutritional deficiencies, with serious 
anaemic results, prevail and may, in part, be attributed to the 
strong emphasis on the one export crop. Moreover, the seasonal 
worker on the coffee fincas, though supplementing out of his 
wages the ration provided by the patron, for four months of the 
year lives picnic fashion on a diet possibly less balanced than 
usual.*®> Other hypothetical health problems created by coffee 


34 The Asociacién Cafetalera owns 33% of the capital stock of the Banco 
Hipotecario, and is said to hold Banco shares allotted to private buyers 
amounting to 18% of the total stock; it is the largest shareholder in the 
Banco Central de Reserva; it owns 71.4% of the capital stock of the Com- 
pania Salvadorena del Café, while the Banco Hipotecario owns 23.8%, and 
the Association and the Bank together have two-thirds of the voting power 
in the Company. Forty per cent of the capital stock of Mejoramiento Social 
is owned by the Banco Hipotecario. The Cajas de Credito Rurales are, 
in effect, branches or loaning agencies of the Banco Hipetecario. A con- 
centration of economic power inevitably results from this inter-locking 
financial control of the corporate institutions created to administer the 
national program of agricultural planning and control. For a summary 
and appraisal of this program, as well as for the figures reproduced here, 
see the Quate report, op. cit. The report concludes that, although develop- 
ment of the program has slowed down since 1944, its more constructive 
phases will be broadened and strengthened in the future, since the Govern- 
ment is fully aware of the nation’s agricultural problems. 

35 A doctoral thesis summarized in the journal of the Hospital Rosales, 
San Salvador, shows that the non-coffee departments of Morazén and La 
Union, although just as unhealthful in other respects, are free from a nutri- 
tion edema prevalent elsewhere in El Salvador, due to the richer and more 
balanced diet. Hdemas Nutricionales del Adulto, by Juan Allwood Paredes, 
Archivos del Hospital Rosales, Ato XXXI, No 58; also, Algo Mads sobre 
Edemas Nutricionales del Adulto, by Max Bloch, ibid, Ato XXXIV, No 84. 
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culture are suggested by the rise in child mortality in the coffee- 
picking months, when the parents and older children migrate to 
the cafetales,°* and by the notably higher infant mortality rates 
in the coffee departments. 

To the credit of coffee culture in El] Salvador stand the fol- 
lowing items: (1) As a crop, coffee is particularly well adapted 
to the soil and topography of the country and provides, there- 
fore, an efficient utilization of the land. (2) It tends to be 
erosion-discouraging rather than the contrary, which is a bene- 
ficial result of high significance to a country where erosion has 
already ruined 25 per cent of the land and where at least 75 per 
cent has been eroded to some degree. It is the conclusion of 
one North American conservation expert that on the whole, out- 
side of straight forest crops, coffee production is one of the best 
uses that could be made of Salvador’s sloping lands. In Hon- 
duras, coffee planting has been recommended as a means of 
erosion control.?7 (3) As a hand labor industry, it is suited to 
a country of high population density and abundant labor supply, 
although a more diversified and mechanized agriculture and in- 
creased industrialization might ultimately absorb the available 
man-power to the greater advantage of the working class and 
of the nation. The possibilities of industrial development in a 
country like El Salvador are extremely limited, however. 


36 This fact was demonstrated in a careful study made in the city of 
Santa Tecla, in the heart of the coffee country. The hypothesis has been 
advanced that neglect of the younger children during the harvest season 
accounts for the rise. See Mortalidad por Enfermedades del Aparato 
Digestivo en ninos de 5 anos en la Ciudad de Santa Tecla: Estudio Practi- 
cado durante el Sexenio 1940-1945, by Nicolas Grande Amaya (mimeo- 
graphed). Unhygienic disposa} of waste from the beneficios is an unques- 
tionable factor in increasing the’ vectors of insect-borne diseases, as well as 
in water pollution. The more progressive finqueros have taken cognizance 
of these problems. They are also beginning to provide health benefits to 
their workers and their families in the way of dispensaries, creches, etc. 
A remarkable study of the living conditions of their agricultural and 
industrial employees was prepared for the de Sola family by Dr. Victor 
Arnoldo Sutter in 1945, Informe de un Estudio sobre Algunas Condiciones 
de vida de los Trabajadores Agricolas e Industriales de la Casa H. de Sola 
e Hijos, 1945 (mimeographed). 

37 El Cultivo del Café en Honduras by Pompilio Ortega (Tegucigalpa, 
1946); also, Honduras Agricola, agosto, 1946, No. 21. 
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IV 

What, then, may we conclude from the study of these two 
monoproductive economies? (1) First, a warning against gen- 
eralization. Each monocultural area needs to be considered 
separately. Even where the degree of dependence on the single 
“crop” is comparably high, situations will differ in many es- 
sential respects, and the effects and the problems will, there- 
fore, vary from area to area. For example, (a) one long-range 
result of an extractive economy based on mineral production is 
the depletion of an irreplaceable resource; intensive cultiva- 
tion of the soil in the production of one crop, without care to 
maintaining its fertility, may have a similar exhausting effect, 
but, on the whole, agriculture does not spell liquidation, as the 
exploitation of a mineral resource inevitably must. Our two 
areas of study illustrate this point. Venezuela must build for 
a non-petroleum future; for better or worse, El] Salvador can 
always count on coffee culture. Or, (b) one area may be a 
“natural” for the production of a certain commodity, as Cuba 
seems to be for sugar or Central America for coffee, while in 
another area, as in the case of Bolivian tin, production costs 
may be so high and the product of so low a grade that its adapt- 
ability to specialization may be open to question. Likewise, (c) 
the labor situation differs markedly from area to area. Where 
the supply is scarce, as in Venezuela, the wages paid by the 
monoproductive industry may have upsetting effects on the in- 
ternal economy that would not follow in a densely populated 
country where labor is plentiful. On the other hand, the achieve- 
ment of a “saving wage” or of a satisfactory minimum wage will 
be more difficult in the latter. Moreover, the percentage of the 
working population employed in the production, processing and 
marketing of the dominant export conditions the extent of its 
effects on the level of living. (d) The monocultural areas may 
differ widely as to dependence on imports for the basic foods and 
other necessities, and the distress of the working class groups in 
the depression periods will vary accordingly. A comparison of 
Puerto Rico or of the mining areas of Bolivia with El Salvador 
in this respect will serve as illustration. This suggests that 
monoculture is more easily defensible if regard is had for the 
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domestic food supply. (e) The degree of control by foreign 
capital is still another variant that should have considerable 
bearing on our problem if “absenteeism” “drains” an area as 
much as is often supposed. Where, as in El Salvador however, 
the dominant industry is mainly in the hands of nationals and 
yet a comparably low level of living prevails, explanation in 
terms of exported profits falls down. What becomes of the 
profits in the event that they stay at home becomes a question 
of first significance for our hypothesis. (f) The proportion of 
the population living outside the monetary economy, or nearly 
so, varies from area to area. Where this is high, the vulner- 
ability of a single-crop export economy has less effect on the 
economic condition of the masses than where it is low. (g) A 
final point of difference to be noted is the land tenure system. 
In general, small peasant proprietorship provides not only 
superior social status but a more satisfactory income than ten- 
ancy or wage labor on a plantation. It is less erosion-encourag- 
ing, too. On the other hand, some commodities lend themselves 
to efficient cultivation only under conditions of large-scale pro- 
duction. So far as the plane of living is concerned the question 
is not so much that of crop concentration as of labor-employer 
relations, and of private versus cooperative or collectivist enter- 
prise. 

These, and possibly other differentiating elements being 
taken into consideration, what generalizations may be made? 
(1) A “boom” economy, such as is found in monocultural areas 
of primary production closely tied to the world market, does 
not provide a sound basis for progressive development, and 
without this, permanent elevation of the standard of living is 
impossible. An oil boom, such as Venezuela is now enjoying, 
creates a fictitious air of progress. Likewise, a year that happily 
combines a bumper coffee crop with a high quotation for Santos 
4 produces temporary indices of prosperity but has little perma- 
nent effect on the life conditions of the campesino. The reasons 
are not hard to find, and go to the roots of our problem. Govern- 
ments tend to run quickly through the relatively large revenues 
of the peak years without much forethought for the low periods 
ahead, while the profits from the dominant industry are (a) not 
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invested in enterprises which might broaden the base of the 
economy and make it less vulnerable to world crisis, and (b) are 
not distributed widely enough to raise the purchasing power of 
the masses and, thus, develop the domestic market an expanding 
economy demands. 


(2) The specialization of a monoproductive economy seems 
to result in a neglect of general agriculture, with unfortunate 
consequences to the domestic food supply and, hence, to the 
health and vitality of the population. Wherever the emphasis 
can be shifted from increasing the size and efficiency of the 
export industry to putting the cultivation of domestic foods on 
a more productive basis an important step will be taken towards 
raising the level of living. 

(3) Unemployment crises are sharpened in a monocultural 
area by the lack of occupational diversity. This situation is 
clearly described in our State Department’s report on Salvador’s 
agricultural program: *8 

“Imposed upon and related to the land-use problem is 
the more serious one of unemployment which exists in rural 
areas from March to September of every year. After each 
harvesting season the only available occupation for laborers 
not needed for the maintenance of large plantations is that 

of engaging in individual attempts to produce food on a 

small scale subsistence basis, the opportunities for which 

are strictly limited due to the scarcity of tillable land.” 
This aspect of the inflexibility of a one-crop economy is uni- 
formly conspicuous. Where the dominant industry is seasonal 
in nature the problem is even greater for, to the cyclical unem- 
ployment associated with world depression, is added the per- 
ennial difficulty of finding employment in the dead season. 

(4) Basically, however, the low level of living in Latin 
America, in monocultural and non-monocultural areas alike, 
relates to what Bowman calls the creole capacity, acquired in 
the Spanish colonial period and unhappily not yet abandoned, 
of “‘rising on the back of the Indian.” ** The image here created 
is true of the entire Latin American world, whether the popula- 


38 Quate report, op. cit. 
39 Isaiah Bowman, Limits of Land Settlement (New York, 1937), p. 298. 
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tion be predominantly Indian, as in Guatemala and Bolivia, or 
largely mestizo, as in Venezuela and El Salvador, and is expres- 
sive of the feudal or semi-feudal character of most of Latin 
America. The feudal nature of the society is seen in the pattern 
of land tenure and in the scheme of social relationships, and 
stems from the Spanish practice of exploiting the native. The 
caste system of privilege and underprivilege has kept the masses 
uneducated, undercared for physically, and poor. An uneco- 
nomic use of the land has resulted, too, with adverse effects on 
the standard of living. Wherever a monocultural system of 
production has intensified this system of social relationships, 
as it undoubtedly has where plantation economy prevails, it has 
contributed to the perpetuation of a low living level. On the 
other hand, given land reform and an alteration in the class 
structure, especially in the direction of the growth of a middle 
class, and monoculture need not prove an obstacle to a rising 
standard of living. 

It is the nature of the enterprise and of the world economy 
rather than specialization itself that makes monoproduction a 
contributing factor in the depressed level of living. It seems 
rational that areas should specialize in the commodity to which 
they are best adapted. Certainly such specialization is more 
rational than economic autarchy for areas which have no sem- 
blance of a chance of becoming self-sufficient. In a world of 
free exchange economy, or one where production was not arti- 
ficially regulated to serve speculative ends, monoculture, like 
the division of labor, would be highly desirable. Again, it is 
not the single crop itself so much as the distribution of the 
profits derived from its production that lies at the core of the 
problem, whether the enterprise be semi-feudal or capitalist, 
foreign-owned or not. It is conceivable that with returns more 
widely distributed, either through State ownership or coopera- 
tive management and control, the area as a whole might find an 
efficiently operated monocultural system beneficial, although the 
unstabilizing effects of the world market would not be reduced 
thereby. 

A monocultural economy unquestionably is unstable but so, 
in fact, is the entire world economy, as the international business 
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cycle proves. It is true, too, that a highly specialized economy 
is inflexible and, therefore, less able to withstand the shocks 
of depression or adversity than a more diversified one. The 
effects of this inflexibility are especially apparent in communi- 
ties that come into being solely to produce a certain commodity 
and decline into nothingness when production ceases. How 
widespread are the effects depends upon how much of the popu- 
lation lives outside the monetary economy, although, as Harris 
points out,*® the results, which are indirectly felt by this group, 
may easily be underestimated. The case of Venezuela demon- 
strates that the price inflation of the war period, though costly 
to the urban classes and the wage-earning population through- 
out the country, has been of comparatively little significance to 
the conuquero. His is a life of extreme poverty whether the 
demand for petroleum drafts be large or small. Similarly, such 
indices of prosperity as large commercial profits, construction 
activity and increased bank deposits have little meaning to the 
campesino of El Salvador, who lives perilously close to the 
starvation level and is inadequately housed and clothed no matter 
how favorable the coffee market. Thus, the problem of de- 
scribing the unstabilizing effects of world conditions on a mono- 
cultural economy is relatively simple; the task of showing how 
the consequences of instability affect the level of living of the 
population at large is much more difficult. Some slight attempt 
to do this for two monocultural countries, Venezuela and El 
Salvador, has been undertaken. Detailed study of other mono- 
productive areas is needed before any final conclusion can be 
reached with regard to the original hypothesis. 


40 Harris, op. cit., p. 8. 













_— Savings anil 
Se cttaail in MSrazil 


ty Henry W Spiegel * 


Estimates of the national income of Brazil have been at- 
tempted since 1889. In that year the national income of Brazil 
was calculated at 2 billion milreis, on the basis of a simple for- 
mula: national income equals ten times the public revenues; 
and national wealth equals ten times the national income.' An- 
other estimate, this time for the year 1919, was undertaken in 
1926. This estimate was calculated alternatively as 15 percent 
of the national wealth determined on the basis of census esti- 
mates, and in accordance with the formula defined by the late 
Lord Stamp in his Wealth and Taxable Capacity (production 
plus imports of goods ready for consumption minus exports). 
According to these calculations the national income of Brazil for 
1919 amounted to 8-10 billion milreis.- Lord Stamp’s formula 
was used again to compute the national income for 1926 and 
1942. The results were 10 billion milreis for 1926 and 40 bil- 
lion for 1942. 























*This article is part of a larger study of the Brazilian economy. The 
author wishes to thank the John Simon Guggenheim Memorial Foundation 
for the Fellowship which has made the study possible. 


1 Amaro Cavalcanti, Resenha Financeira do Ex-Império do Brasil em 
1889 (Rio de Janeiro, Imp. Nacional, 1890) p. 185. 


2 Bento de Miranda, Riqueza, Renda e Capacidade Tributdria (Rio de 
Janeiro, Imp. Nacional, 1926) pp. 17 ff. The results are reprinted in 
Costa Miranda, ‘A Estimativa da Renda Geral do Brasil,” Ministério do 
Trabalho, Industria e Comércio, Boletim, vol. 10, no. 118, June 1944, pp. 
212 f. 
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The estimates based upon Lord Stamp’s formula have been 
widely criticized in Brazil.2 The controversy has done much to 
stimulate the interest in both the concept of national income and 
in the method of calculating estimates, a controversy that is likely 
to promote the collection of more adequate data relevant to the 
problem. Other estimates, more or less in the nature of short- 
cuts, have been computed for 1938-1942. They are based on 
receipts from the transaction tax (imposto de vendas e consig- 
nacoes) and assume two transactions (from the producer over 
the wholesaler to the retailer) accompanied: by increases in the 
value of commodities of 30 to 50 percent when they pass to the 
wholesaler and retailer, respectively. On the basis of these 
calculations the national income was estimated at 22.3 billion 
cruzeiros in 1938, 26.1 billion in 1939, 28.7 billion in 1940, 34.8 
billion in 1941 and 41.4 in 1942. For 1943 and 1944 the national 
income of Brazil has been estimated by the statistical staff of the 
United States Embassy in Rio de Janeiro at 51 and 55 billion 
cruzeiros, respectively. The increase in the value of the national 
income from 28.7 billion cruzeiros in 1940 to 55 billion in 1944 


cannot, of course, be accepted as a measure of growth of real 
income. To a large extent the increase reflects an inflationary 
rise in prices which was especially violent in Brazil during the 
years of war. 


The National Income in 1944 


In the absence of adequate and reliable price data and be- 
cause statistics of production in Brazil are fragmentary, the 
value and significance of estimates of the national income of 


3 The 1926 and 1942 estimates are in Ministério do Trabalho, Industria 
e Comércio, Servico de Estatistica da Previdéncia e Trabalho, Relatério 
Anual 1944, Rio de Janeiro, Servico Grafico do Instituto Brasileiro de 
Geografia e Estatistica, 1945, pp. 102-108. For criticism, see Eugénio 
Gudin, Rumos do Politica Econémica, Relatério Apresentado a Comissdo de 
Planejamento Econdmico sébre a Planificacdo da Economia Brasileira (Rio 
de Janeiro, Grafica Laemmert Limitada, 1945). For a defense: Roberto 
C. Simonsen, O Planejamento da Economia Brasileira, Réplica ao Sr. Eugé- 
nio Gudin, na Comissdo de Planejamento Econémico (Sao Paulo, Industria 
Grafica Siqueira, 1945) 

4 Files of the Instituto Brasileiro de Geografia e Estatistica, Conselho 
Nacional de Estatistica. 
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Brazil is at best limited. Some Brazilian economists go even 
so far as to deny the possibility of computing any meaningful 
estimate of the national income. However justified such a po- 
sition may be, and there is something to be said in its defense, 
it is believed that a useful purpose will be served in assembling 
whatever data bearing upon the national income for 1944 are 
available. The primary purpose is not so much to arrive at an 
estimate which could be compared with other years, but rather 
to appraise the basic magnitudes that enter into the composition 
of the Brazilian national income. It is these which are likely to 
throw light on some fundamental characteristics of the Bra- 
zilian economy. 

The procedure which has been adopted is based upon esti- 
mates of personal incomes. Some of these estimates are the 
result of rather careful studies. Unfortunately these have never 
been completed. They supply, however, some valuable fragments 
of information.’ 

In 1944 the wages of the three million persons who con- 
tributed to social insurance organizations amounted to about 
10 billion cruzeiros. These earnings comprise the income of the 
bulk of urban wage and salary recipients. The incomes of these 
groups are low and it can properly be assumed that they are 
spent wholly on consumption. 

Federal income tax was paid by some 300,000 people. Their 
incomes totaled approximately 15 billion cruzeiros. Virtually 
no employees who contributed to social insurance organizations 
had incomes in excess of the income tax exemption. Thus no 
duplication is involved in adding the incomes of income tax- 
payers and of contributors to social insurance organizations. 
Unlike the incomes of employee contributors to social insurance, 
the incomes of income taxpayers were not exclusively spent on 
consumption. They were in part saved and invested. 

The foregoing accounts for the income of about 3.3 million 
out of a total of about 12.6 million gainfully employed. About 
nine million of the remainder derive their livelihood from agri- 


°* For information concerning the results of these studies the author is 
indebted to A. Dias Leite Jr. of the Federal Planning Commission and the 
Escola Nacional de Engenharia of Rio de Janeiro. 
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culture as wage earners exempt from social insurance. It should 
be noted that to a very considerable extent the rural population 
of Brazil lives outside the money economy of the country, and 
that statistics of agricultural production tend to underestimate 
the proportion of the output which is consumed on the farm. 

Assuming that wages in agricultural industries are about 
one-half the average urban wages and assuming also that the 
number of gainfully employed persons in agriculture is about 
9 million the income of this group may be calculated at approxi- 
mately 15 billion cruzeiros. Here, too, the incomes are almost 
entirely consumed. 

On this count, income received and consumed would be about 
25 billion cruzeiros; income received and in part consumed about 
15 billion cruzeiros. Admittedly these estimates are hardly 
more than rough approximations. The data for the remaining 
groups of income recipients are even less satisfactory. These 
include professional people who pay little income tax, land- 
holders who pay tax on an imputed income which often falls 
short of the actual, and those, in general, who avoid and evade 
income tax payments. These incomes:may total from 5 to 15 
billion cruzeiros. Accordingly, the national income in 1944 was 
from 45 to 55 billion cruzeiros, or, roughly, 2.5 billion dollars." 

Distribution of Income 

On the basis of the estimates presented in the preceding 
paragraphs it is possible to indicate however tentatively the 
distribution of incomes in Brazil. Assuming the total income 
of all groups to amount to 50 billion cruzeiros, it was distributed 


as follows: Incomes 


Total 

Persons Average Billion Per- 

Millions Percent Cruzeiros Cruzeiros cent 

Agriculturists c 1,666 15 30 
Urban employees 3,335 10 20 
Income tax payers = R 50,000 15 30 
Miscellaneous ui : 33,383 10 20 
All gainfully employed y j 4,000 50 100 
All 1,140 50 — 


6 In the terminology of the United States Department of Commerce, this 
would refer to “income payments to individuals,’ which, together with cor- 
porate savings and other additions, make up the “national income.” 
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Per-capita income in Brazil is thus very low. In United 
States currency it was some $57 per person, and $200 per gain- 
fully employed. The picture presented by per-capita calcula- 
tions for Brazil is, however, somewhat distorted because of an 
unusual age distribution, due to high birth and death rates. 
The Brazilian population of 18 years and over was not much 
more than 50 percent of the total population in 1940,’ compared 
with 69 percent in the United States. For this reason and also 
because of the small number of working women the proportion 
of gainfully employed is rather low. 

Measurement of the inequality of the Brazilian income dis- 
tribution is extremely difficult since the income classes which 
appear in the present estimate are defined only by their average 
income and not by definite ranges of income. There is no way 
to determine whether and to what extent the highest and lowest 
incomes in the different groups overlap. For this reason com- 
putation of Pareto’s a, on a national basis, does not appear to be 
feasible. The reliability of Gini’s index, which actually was 
computed, may well suffer from this weakness. Gini’s index 
(the ratio of the area of the segment enclosed by the Lorenz 
curve and a diagonal of the square, to the area of half the 
square), it will be recalled, ranges from 0 to 1, where zero de- 
notes a perfectly equal distribution, and 1 a distribution in 
which all income accrues to one person. For the Brazilian dis- 
tribution corresponding to 1944 the index is .43.5 This compares 
with a similarly computed index of the concentration of incomes 
in England in 1937 of .35.° The pattern of distribution of in- 
comes in Brazil becomes apparent when it is considered that 
such measurements of Pareto’s a as are available for England 
during the ’thirties indicate a high degree of concentration of 
incomes. 


7 Boletim Estatistico, vol. 3, no. 9, 1945, pp 5 ff. 

8 This was kindly computed for the author by Dr. Jorge Kingston, Pro- 
fessor of Statistics at the University of Brazil. 

° Tabor Barna, Redistribution of Incomes through Public Finance in 1937 
(Oxford, Clarendon Press, 1945) p. 69. To allow for differences in method, 
this index had to be reduced by 50 percent. 
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For the Federal District, data are available showing net in- 
comes and the number of income tax payers by different income 
groups for the years 1934-1942. These figures indicate that 
the number of income tax payers in the higher brackets in- 
creased at an accelerated rate. Several factors account for this 
process. To begin with, people with high incomes earn incre- 
ments more readily than people with low incomes and therefore 
the movement of incomes across range boundaries will be greater 
in the middle and upper brackets. Then, too, inflation swells 
money incomes and causes them to move into higher brackets. 
Since the number of incomes in the higher brackets is always 
smaller than the number of low incomes, the rate of increase of 
the former is large even though the absolute growth is modest. 
Again, under inflation, with a relatively stable initial exemp- 
tion, there is also a large absolute increase in the number of 
income tax payers as well as in the size of taxable incomes in 
the lower groups. This and consistent improvement in the 
administration of the tax in the last decade account for the 
apparent paradox that in the Federal District the distribution 
of incomes among income tax payers seems to have become less 
concentrated. Gini’s index declined from .787 in 1934 to .747 
in 1938 and to .637 in 1942.1° 


For the year 1928, when the income tax was just five years 
old, Pareto’s a was calculated at 1.98 for the City of Rio de 
Janeiro and at 1.78 for the State of Sao Paulo.’ These figures 
would appear to indicate an unusually low degree of concentra- 
tion of incomes, lower, in fact, than in most countries for which 
similar calculations are available. For this reason they do not 
appear to reflect reality, a conviction strengthened by external 
evidence which points in the same direction. 


Factors accounting for the concentration of incomes are not 
difficult to enumerate: the high degree of concentration of 
ownership, both in agriculture and in manufacturing industries; 
high interest and profit rates; lack of adequate educational 


10 Computations kindly supplied by Dr. Jorge Kingston. 


11F, T. de Souza Reis, Imposto de Renda, Exercicio de 1928 (Rio de 
Janeiro, Imp. Nacional, 1930), p. 13-15. 
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opportunities designed to improve income-earning capacities 
of children in the low income groups; the tax system; poor 
social services; and finally, low wages. Important also is the 
persistent inflationary trend. This factor in conjunction with 
the narrowness of the home market and low purchasing power 
of a large proportion of the population accentuates the process 
of concentration of incomes. On the other hand, concentration 
of incomes is to some extent mitigated by public expenditures 
that benefit directly the low income groups. Such expenditures, 
if financed in a way that is more burdensome to the recipients 
of high incomes, entail a transfer and thereby a redistribution 
of income. It has been calculated that, for example, in England 
in 1937 redistribution of public funds at the expense of high 
income groups involved about 5.5 percent of the national income. 
However, shifts of income due to public expenditures is a rela- 
tively new phenomenon. In 1913 the contribution of the British 
working classes to the Exchequer exceeded the cost of the social 
services administered by the state. In 1925 the wage earners 
contributed 85 percent of the cost of social services and in 1935 
79 percent. It is possible that a similar trend prevails in Brazil, 
but there seems to be little doubt that at present the situation 
resembles that of England before the First World War. The 
system of taxation and the low volume of public expenditures 
for health and education make it appear likely that the State 
collects from low income groups considerably in excess of what 
it disburses on their behalf. It is even possible that because 
of the manner in which the social insurance organizations have 
operated in recent years the excess of contributions by wage 
earners over public expenditures for social benefits was less 
pronounced in the past than it is now. In most years since 1935 
the annual benefit payments of social insurance agencies have 
apparently fallen short of the annual employee contributions. 
To this extent the operation of the social insurance system 
aggravates rather than corrects the maldistribution of incomes 
in Brazil. 
Savings 


As the bulk of the population earns very low incomes, vol- 
untary savings among these groups are of necessity small. 
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Nevertheless, investments of domestic capital in Brazil repre- 
sent on the whole a rather large proportion of the national 
income. At first glance this may sound surprising because nor- 
mally relatively large savings or investments are associated with 
high national incomes. The apparent paradox of large invest- 
ments in a country with an extremely low national income is due 
to the concentration of incomes, which facilitates savings and 
investments in the higher brackets. Consumption is also re- 
strained by inflation and by the tax system, which in spite of 
recent reforms is still regressive. 

Some notion of the magnitudes involved in private savings 
of individuals can be gained from the annual increments in the 
deposits of savings banks, certain types of other bank deposits, 
the assets of the social insurance agencies, and the volume of 
life insurance premiums. In the years 1939-1942 the annual 
increase in savings bank deposits was from 200 to 300 million 
cruzeiros. Parallel with the general rise in prices, after 1942 
these deposits expanded even more rapidly. In 1945 alone they 
rose by 900 million cruzeiros. So-called limited and popular 
bank deposits, which command special rates of interest, in- 
creased by 156 million cruzeiros in 1940 and by 1,149 million 
in 1944. Time deposits increased by 686 million in 1941 and 
by 1,565 million in 1944. The annual increase in the assets of 
the social insurance organizations amounted to more than 500 
million cruzeiros in the period 1939-1944. New life insurance 
premiums amounted to 132 million cruzeiros in 1940 and 236 
million in 1944,!" 

It should be noted that funds accumulated by social insur- 
ance organizations are not strictly speaking private savings. 
Some 60 percent of the increase in the assets of these agencies 
is made up of contributions by employers and by the govern- 
ment. The remainder is not really voluntarily saved but is in 
reality a tax on wages, even though a portion of funds thus 
collected is returned in the form of benefits to members of the 
group which bears the tax. If funds of the social insurance 


12 These data are from Boletim Estatistico, Vol. 1, No. 1-2, 19438, p. 58; 
Vol. 1, No. 4, 1943, p. 85; Vol. 3, No. 9, 1945, p. 109; Vol. 4, No. 13, 1946, 
p. 48; Anuario Estatistico do Brasil, 1941-45, pp. 232, 363, 372. 
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organizations are disregarded, the total savings of individuals 
as accounted for by savings bank deposits, specified types of 
bank deposits, and life insurance premiums represented a sum 
of well over 3 billion cruzeiros in 1944, compared with 1.2 
billion in 1941. 

A great deal of savings occurs in the form of hoarding. 
Persons with small incomes do not, as a rule, make full use of 
available banking facilities, and in the interior urban settle- 
ments with banking facilities are few and far between. More- 
over, the persistent rise in prices is a deterrent to all forms of 
saving in liquid form. 

In a sense, lotteries and various forms of gambling because 
they reduce consumption of the participants can be said to pro- 
mote savings. It may be assumed that a smaller proportion of 
the profits of sponsors of lotteries, and to a lesser extent of win- 
nings, is consumed than would be the case if these funds had 
been retained by the players. Apart from the State and Federal 
lotteries there are, or were until recently, many gambling estab- 
lishments (casinos) for the well-to-do and, for nearly everybody, 
the jogo do bicho, a variety of the numbers game.?® 


Since voluntary savings of the bulk of the population are not 
large, it is not surprising that the mechanism for the transfor- 
mation of these savings into investments is relatively undevel- 
oped. There are stock exchanges in Rio de Janiero, Sio Paulo, 


13 Casinos and the numbers game were suppressed in May 1946. The 
numbers game had been unlawful before but was tolerated by the authori- 
ties. It was played by perhaps 8 to 10 percent of the population daily. 
Figures on the turnover were a closely guarded secret of the local police 
which reportedly levied fines on the sponsors in accordance with the daily 
intake. According to estimates, which may well be too low, the daily in- 
take from the numbers game in the State of Sao Paulo, in April 1946, was 
1.5 million cruzieros. The average daily return to the players was about 
85 percent. Thirteen percent was reportedly spent on administrative and 
other expenses. The net daily profit of the banqueiros, as the sponsors of 
the game were called, was around 2 percent. It has facilitated the develop- 
ment of reputable commercial banking establishments and the like. In 
April 1946, there were in the State of Sao Paulo 3,700 establishments pur- 
veying the numbers game, with 11,000 regular administrative and selling 


employees, 3,000 part-time commission agents, and 900 inspectors and con- 
trollers. 
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Santos, Pérto Alegre and Vitoria. The latter three are of only 
local significance. The volume of business transacted on the 
exchanges of Rio de Janeiro and Sao Paulo is small. The 
number of active stocks is about forty and they are on the 
whole identical at both exchanges. Keeping in step with the 
general increase in prices, the value of transactions rose from 
936 million cruzeiros in 1940 to 1,605 million in 1944. 
The turnover of bonds, especially of government, state and 
municipal bonds, is a multiple of that of stocks, although in 
recent years the total value of stock transactions has increased 
considerably. This development is due to the relatively greater 
appreciation of stock prices as compared with bond prices. At 
the Rio de Janeiro Exchange, total sales rose from 574 million 
cruzeiros in 1940 to 934 million in 1944; stocks accounted for 
39 million cruzeiros in 1940 and 244 million in 1944. There are 
some legal provisions which require that transactions in certain 
negotiable instruments be performed exclusively through official 
brokers. A broader application of these provisions might in- 
crease the volume of business transacted through stock ex- 
changes, especially if the confidence of the public were strength- 
ened by closer scrutiny of new issues.'* 

This confidence is now lacking. As a rule small investors 
show a distinct preference for government bonds and similar 
fixed income securities. To satisfy their speculative propensi- 
ties they prefer gambling to stocks. So far as persons with 
large incomes are concerned the tendency is to invest in real 
estate which is considered a more tangible asset than stocks. 
Thus the narrowness of the domestic capital market, the absence 
of investment banks, and the readiness of foreign capital to 
assume entrepreneurial risk—all combine to discourage new 
issues of stock via the stock exchange. And as a result only a 
small proportion of the corporate stock (about five percent) 
may be said to be widely distributed. The remainder of the 
corporate capital is closely held by small groups of stockholders. 


14 Anudrio estatistico do Brasil, 1941-45, pp. 220 ff.; Abelardo Vergueiro 
Cesar, “Manual dos Negocios de Bélsa, Sao Paulo,” Revista dos Tribunais, 
1939; O livro das Sociedades Anénimas Brasileiras, Periodo de 1943 a 1945, 
(Sao Paulo, 1946) pp. XI ff. 
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Real estate as a form of investment has become especially 
popular in recent years. The rapid growth of urban population 
and the resultant demand for housing, the persistent rise in 
the general level of prices and the consequent decline in the 
purchasing power of the cruzeiro played a part in making in- 
vestment in real estate attractive.'° The tendency to convert 
savings into real estate has become general, in spite of the fact 
that in view of the existence of rent control the price of improved 
land tends to be out of all proportion to returns. The increase 
in the price of land as well as high cost of construction forces 
investors to prefer expensive apartment houses and sumptuous 
office buildings, which offer a better assurance of adequate 
returns than more modest dwellings for which the market in 
view of the extremely low purchasing power of large groups of 
the population is rather narrow. 

Detailed figures are available with respect to the pattern 
of new construction in Sio Paulo The covered area for which 
building permits were issued rose from 1.4 million square meters 
in 1943 to 2.3 million in 1945. In 1945 the construction of 
dwellings and business premises of more than one story absorbed 
about 40 percent of the covered area, the largest annual propor- 
tion on record. The number of newly built small residences was 
limited. Attempts have been made to estimate the value of 
private construction in Brazil by means of projecting the Sio 
Paulo figures. The Sio Paulo covered area to which building 
permits refer was assumed to be 20 percent of that of Brazil in 
1944, and 16 percent in 1945, when building activity was vigor- 
ous in all parts of the country. Costs, in 1944, ranged from 300 
cruzeiros per square meter for a very simple building to 1,200 
cruzeiros and more for apartment houses and other large struc- 
tures. Average building costs were assumed to be 500 cruzeiros 
per square meter in 1944 and 650 cruzeiros in 1945. On this 


15 To enable people with limited means to sink money into urban real 
estate, the institution of condominium has developed in recent years. Under 
this type of arrangement the individual investor acquires the property of 
just one floor, or of one apartment, in the building whose construction he 
helps to finance. Often such investments appreciate before the construc- 
tion is completed and they not infrequently change hands before that date. 
This arrangement is now being extended to purchase of existing structures. 
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basis of reckoning, the value of private construction in Brazil 
rose from 3.9 billion cruzeiros in 1944 to 9.5 billion in 1945.1* 
It is likely that the 1945 figure is too high. Total private invest- 
ment in 1945 may not have been larger than 10 billion cruzeiros. 
There can be no doubt, however, that construction accounted for 
a very large proportion of the total investment. 


Investments 


Annual data of the number of new firms and the amount of 
capital registered by them are available for the State of Sao 
Paulo, where they are collected by the Departamento de Estatis- 
tica e Estudos Econémicos of the Bolsa de Mercadorias de Sao 
Paulo. These data are reproduced in the first column of Table 
1. Industrial production in the State of Sao Paulo has been 
estimated at about 40 percent of that in all of Brazil.'" 


In the field of commerce and finance Sao Paulo’s share is 
somewhat smaller and it is probably very much smaller with 
respect to the output of extractive industries. Considering that 
mining is a relatively unimportant industry in Sao Paulo, and 
considering also that the ratio of production to investment in 


Sao Paulo is high as compared with the ratio for Brazil as a 
whole, the value of investments in Sao Paulo may be assumed to 
be about one-third of that for Brazil. (Column 2, Table 1). 


The figures in Columns 1 and 2 of Table I refer to invest- 
ments in new firms only. To this must be added increases in 
the capital of existing firms. Data relating to the ratio between 
investments in new firms and increases in the capital of exist- 
ing firms are available, for corporations only, for the State of 
Sao Paulo. Beginning in January 1946, they are published 
monthly in the Estado de Sao Paulo. For the first two months 
of 1946, an admittedly very limited sample, the ratio was 1 
to 1.8.15 Assuming that this ratio holds for all of Brazil and 


16 British Chamber of Commerce of Sao Paulo and Southern Brazil, 
Information Circular, 9 February 1945 and 13 February 1946. 

17 Anuario Estatistico do Brasil, 1939-40, p. 1318. 

180 Estado de Sado Paulo, March <9, 1946. 
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applying it to the investments of all new firms, we obtain esti- 
mates of the growth of capital in existing firms (Column 2, Table 
I). Total private investment in Brazil will therefore be the 
sum of columns 2 and 8 in Table I. 


Table I—Estimated Value of Private Investment, Brazil, in 
Millions of Cruzeiros, 1936-44. 


Estimated in- 
Registered Estimated crease in the Estimated value 
capital of capital of capital of ex- of private in- 
new firms, new firms, isting firms, vestment, Bra- 
Sao Paulo Brazil Brazil zil (cols. 2 & 3) 


(1) (2) (3) (4) 
1936 204 612 1,102 1,714 
1937 201 603 1,087 1,690 
1938 262 783 1,409 2,192 
1939 279 837 1,507 2,344 
1940 264 789 1,420 2,209 
1941 _ 404 1,212 2,182 3,394 
1942 593 1,614 2,905 4,519 
1943 966 2,898 5,216 8,114 
1944 . 1,296 3,888 6,998 10,886 
1945 * .1,195 3,585 6,453 10,038 


a Extrapolation of figures for the first ten months. 


The estimate of gross investment is overstated in the sense 
that it includes transfers such as transactions in real estate or 
existing capital assets. In part, the increase in the capital of 
existing firms may also reflect disbursements for maintenance 
and repair rather than for replacement, betterment, or expan- 
sion. It may often be indicative of a revaluation of a firm’s 
capital as a result of a decline in the value of money. 


A rough check of the estimate can be made by performing 
similar operations with data relating to the industrial capital 
in the State of Sio Paulo. These are available for a number 
of years in the publications and files of the Statistical Depart- 
ment of this State. Unlike the figures relating to the capital 
of new firms, these data are the product of periodical censuses. 
They refer to the total volume of investment on specified dates 
in industrial enterprises only. 





126 INTER-AMERICAN ECONOMIC AFFAIRS 


Table II—Total Industrial Investments and Annual Addi- 
tions, State of Sio Paulo, in Millions of Cruzeiros, 1936-43*. 


Total investments at the New 
end of the year investments 


1936 2 3,229 a 

1937 ae 3,460 231 ¢ 

1938 : a 23g b 

1939 2,271 290» 

i — . . 

1941 2,717 3 

1942 3,330 613° 

1943 __ 8,949 619° 
*1936-37: Secretaria de Agricultura, Industria e Comércio, Estatistica 

Industrial do Estado de Sado Paulo, 1936, pp. 3ff.; 1937, pp. 4ff. (Sao 

Paulo, 1938, 1939). 1938-39: Departamento Estadual de Estatistica, Es- 

tatistica Industrial, 1938 e 1939, Sao Paulo, 1944, pp. 2ff.; 1941: “Alguns 

Aspectos da Industria Paulista,” Departamento Estadual de Estatistica, 


Separata do Boletim, No. 1, 1945. 1942-43: files of the Departamento 
Estadual de Estatistica. 


a Not available. 
b Figure supplied by source. 
¢ Figure calculated from increase in total investments. 

The data in Table II are not fully comparable, however, since 
changes occurred with respect to the type of enterprise subject 
to the census, and since also the standard of coverage varied 
from year to year. These reservations are especially valid with 
reference to estimates for 1936 and 1937. 


It is generally admitted that the value of investments in the 
Sao Paulo industrial census is too low. For 1941 the census 
figure for Sao Paulo is 27 billion cruzeiros. For the whole of 
Brazil, capital investment in industry in that year was estimated 
at 36 billion cruzeiros.'* The discrepancy becomes apparent 
when it is considered that industrial production of Sio Paulo is 
calculated at 40 percent of the industrial production of Brazil. 
The discrepancy may be due to any one or all of the following 
factors. To begin with, the 1941 census of Sio Paulo covered 
only about 80 percent of the enterprises in the State.2° Sec- 


19 Ministerio de Trabaho, Industria e Comércio, Servico de Estatistica 
da Previdéncia e Trabalho, Relatério anual, 1944. 
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ondly, the estimate of industrial investments for the country as 
a whole may very well have been overvalued. And finally, the 
discrepancy may at least partly be accounted for by differences 
in the character of industrial investments in Sao Paulo, on the 
one hand, and the rest of Brazil, on the other. 

The fact that the Sio Paulo industrial census was incomplete 
would appear to justify an increase of the value of industrial 
investment by one-third for 1941 and 1942, and by about 40 per- 
cent in 1943. The higher rate of correction for 1943 seems 
warranted by the fact that in evaluating their capital investment 
the reporting firms were not likely to give full weight to the rapid 
rise in prices of producers’ goods. 

The corrected data can be found in the first column of Table 
III. They stand for the value of new industrial investment in 
the State of Sao Paulo. To arrive at total investments in Sao 
Paulo, they have been multiplied by 2.13 (Column 2, Table III). 
This coefficient is the average ratio of the capital of all new firms 
to that of industrial firms in Sao Paulo over the period from 1936 
to 1945, based on data collected by the Bolsa de Mercadorias of 
Sao Paulo. As these data may be unreliable for single years, it 
seemed preferable to take the average ratio. Total investments 
in Sao Paulo are then projected into estimates for all Brazil by 
means of the same procedure which was used before, i. e., they 
are multiplied by 3 (Column 3). In Column 4 the figures ob- 
tained by means of the original procedure are reproduced for 
purposes of comparison. 

Table III—Estimated Value of Private Investment, Brazil, in 
Millions of Cruzeiros, 1938, 1939, 1942, and 1943. 
New industrial 
invesment, Sao 


Paulo (cor- New investment, New investment, Brazil 
rected data) Sao Paulo Estimate B Estimate A 


(1) (2) (3) (4) 
193 304 648 1,944 2,192 
1939_- 387 818 2,454 2,344 
1942 858 1,828 5,484 4,519 
1943 867 1,847 5,541 8,114 


20“Alguns Aspectos da Industria Paulista,’ Departamento Estadual de 
Estatistica. Separata do Boletim, No 1, 1945, pp. 22 ff. 
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The differences in the results of the two methods are rela- 
tively small in the late ’thirties but are pronounced in the ’forties, 
especially in 1948. These differences are due in large part to 
the unsatisfactory character of the original data. They are also 
due to the circumstance that Estimate A is based on capital 
registrations with public authorities, while Estimate B has its 
origin in census data collected from questionnaires. 


A partial check is provided by data relating to the increase 
in corporate capital. Since depreciation is excluded, this would 
give net investment only. The figure can be calculated for the 
whole of Brazil for 1943 and 1944. There were in 1943 2,440 
domestic corporations with a capital of 10,044 million cruzeiros. 
In 1944 there were counted 2,700 domestic corporations with a 
capital of 14,422 million cruzeiros. There was thus during this 
period an increase in corporate capital amounting to more than 
4 billion cruzeiros. The relation between total capital and 
corporate capital can only be surmised. In recent years the 
capital of new corporations in Sao Paulo accounted for about 
50 percent of the capita! of all new firms. This is indicated in 
figures collected by the Bolsa de Mercadorias: 


New corporate All new 
capital capital 
Millions of cruzeiros 


1940 = 91 264 
1941 ee. 404 
1942 _ 2s 539 
1943_____ __ 569 966 


1944______ ae 1,296 
Jan.-Oct. 1945_. scales a 996 


If new corporate capital is about one half of all newly invested 
capital, an estimate of 8 to 11 billion cruzeiros per annum would 
appear to be reasonable. 
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Estimate A Estimate B 
Billions of cruzeiros 


1.7 n. 
iz 
2.2 
2.3 
2.2 


spans Ss yes 
PP ATH P NOP P 


For 1944, these investments plus the export excess of 3 billion 
cruzeiros add up to about 14 billion. This compares with an 
estimated national income for 1944 of 45-55 billion cruzeiros. 
Assuming that both estimates are reasonable correct, invest- 
ments in 1944 represented from 24 to 29 percent of the national 
income. In reality this ratio is somewhat lower since our esti- 
mate of the national income excludes business savings and since 
also the estimate refers to gross investments. Even so, invest- 
ments have certainly been very high, higher perhaps than com- 
parable figures, for recent years, of other great countries. For 
comparison it is necessary to turn to the past of the countries 
which are now fully industrialized. In Great Britain the rate 
declined from 17 percent in the 1860’s to 7 percent during the 
late 1930’s. In the United States it declined from 14 percent 
in 1900-10 to 5 percent in 1934-37. For more recent years 
ratios of investment to income which approach those of Brazil 
are reported only for Russia and Japan, where in the period 
1934-37 they were estimated at 14 and 22 percent respectively. 


These comparisons tend to confirm certain views concern- 
ing the special difficulties involved in belated industrialization. 
In Western Europe and the United States industrialization had 
been well under way many decades before the spread of political 
and economic democracy. In these areas labor’s rights, union- 
ization, and collective bargaining developed concurrently with 
the growth of industry. In countries where industrialization has 
been retarded the standard for labor’s claims is set by condi- 
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tions prevalent in industrially more advanced countries. To 
minimize tension, unrest, and social upheavals, these claims must 
be at least partly satisfied. The difficulty then arises of recon- 
ciling the desire for higher levels of living with the need for low- 
level consumption entailed by inordinately large investments 
during the earlier stages of industrialization. Such reconcili- 
ation, it would seem, can be attained by reducing the degree of 
concentration of incomes. The level of consumption of low in- 
come groups could then be raised somewhat even in the face of 
heavy investments. There would still remain the problem of re- 
ducing luxury consumption in order to safeguard high levels of 
savings. It might be possible to create an incentive in the de- 
sired direction by means of appropriate tax policies. In any 
event, the social impact of heavy investments can be minimized 
by foreign loans, which now are available on less burdensome 
terms than has been the case in the past. 








